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Proposed  Insurance  Residual  Market  Mechanisms  to 
Provide  Products  Liability  Coverage 

1.   General  Considerations 

a.   State  or  Federal  Action 


STATE  OR  FEDERAL  ACTION 

The  residual  market  mechanisms  considered  here  might, 
at  least  in  principle,  be  implemented  on  either  a  state  or  a 
federal  level.   Alternatively,  they  might  also  be  effected  by 
a  scheme  of  state  and  federal  collaboration.   Although  it 

was  once  held  that  the  Constitution  contained  no  warrant  for 

1  2 

federal  regulation  of  insurance,   this  is  no  longer  the  law, 

and  the  present-day  predominance  of  state  regulation  of 

3 

insurance  is  a  matter  of  Congressional  policy. 

Of  residual  market  mechanisms  in  the  fields  of 
automobile  insurance  or  medical  malpractice  insurance,  it 
typically  is  true  that  the  state  supervising  the  mechanism, 
the  state  of  the  insured's  place  of  business  or  residence,  the 
state  of  the  injury,  and  the  state  of  the  injury  victim's 
residence  are  all  the  same.   In  such  situations,  the  choice 
of  exclusively  state-level  regulation  is  a  natural  one,  and 
the  question  of  which  state  should  do  the  regulating  is  not 
even  asked. 

With  products  liability,  however,  the  problem  is 
more  complex.   Injury  victims  may  be  scattered  across  50 
jurisdictions,  while  the  insured  manufacturer  whose  product 
has  caused  their  harm  may  do  business  in  only  one  state,  his 
product  being  carried  across  the  country  by  numerous  distributors 
and  middlemen.   If  such  a  manufacturer  faces  a  problem  of 
insurance  availability,  the  issue  is  presented  in  which 


jurisdiction  a  residual  market  mechanism  should  be  created  to 
afford  it  coverage. 

It  may  be  unnecessarily  cumbersome  to  have  each  of 
the  50  states  create  a  separate  insurance  facility  which  would 
insure  a  manufacturer  against  only  the  risks  located  within 
its  borders .   Such  a  system  of  regulation  would  require  each 
manufacturer  to  make  dozens  of  separate  applications  for 
admission  into  the  various  facilities,  endure  dozens  of  in- 
spections and  suffer  dozens  of  delays.   It  might  end  up  with 
policies  of  varying  terms,  and  with  varying  coverage  limits 
which  would  make  unitary  excess  coverage  difficult  or 
impossible.   Moreover,  since  neither  the  insured  nor  the  residual 
insurer  would  be  able  to  forecast  with  accuracy  the  quantity 
of  the  risk — the  product — which  third  persons  might  bring  into 
the  jurisdiction  for  sale,  the  problems  of  pricing  the  situs 
policy  might  prove  insuperable. 

The  obvious  alternative — having  the  manufacturer's 
state  of  incorporation,  or  the  state  of  his  principal  place 
of  business,  create  a  facility  that  would  extend  it  insurance 
against  risks  wherever  they  might  arise — may  also  create 
difficulties,  however.   To  be  sure,  difficulties  may  not  arise 
solely  with  regard  to  the  problem  of  insurance  availability. 
As  long  as  a  state's  pool  is  large  enough  to  handle  the  risks 
it  must  service,  it  will  be  viable,  even  though  it  may  entail 
spreading  risks  among  populations  of  insureds  having  little  in 
common  with  one  another — a  facility's  deficit  caused  by  claims 


against  one  manufacturer  may  require  that  next  year's  premium 
be  raised  for  everyone,  including  insureds  whose  businesses 

have  entirely  different  risks. 

4 
It  may  be  argued   that  a  residual  market  facility 

must  be  so  structured  as  to  regulate  the  loss-prevention 
conduct  of  the  participant  insureds.   This,  however,  must 
inevitably  affect  the  costs  of  production  for  those  insureds. 
If  they  will  be  marketing  their  output  nationally,  in 
competition  with  goods  manufactured  in  other  states,  the 
result  of  adding  to  their  costs  may  be  to  deprive  them  of 
their  share  of  the  market,  rather  than  to  increase  safety 
among  product  users.   This  argument  for  uniformity  in  loss- 
prevention  does  not  rule  out  a  state-level  plan,  but  it  must 
reduce  its  attractiveness. 

The  problem  may  be  overcome,  perhaps,  through  the 
straightforward  device  of  a  federal  law  ordering  the  states 
to  adopt  and  implement  specific  loss-prevention  features  as 

part  of  their  residual  market  plans.   However,  this  device 

5 
may  not  be  constitutionally  attainable.    While  federal 

inducements  to  the  states  to  set  up  plans  with  the  required 

features  are,  of  course,  constitutionally  proper,   they  may 

yet  not  prove  sufficiently  persuasive.   Heavy  federal  subsidies 

may  be  efficacious  in  securing  the  desired  state  action,  but 

the  propriety  of  federal  subsidies  of  the  insurance  costs  of 

private  manufacturing  firms  may  be  controversial. 

It  should  also  be  noted  that  even  if  loss-prevention 


standards  are  set  nationally,  it  may  not  be  realistic  to 
expect  their  vigorous  enforcement  by  state  officials.   FAIR 
plan  standards,  after  all,  are  designed  to  benefit  citizens 
of  the  state  which  polices  them.   Products  liability  loss 
prevention  standards,  however,  will  diffuse  their  benefits 
among  users  in  many  states,  while  concentrating  their  burden 
on  the  manufacturers  doing  business  in  the  state  enforcing 
them.   State  officials,  naturally  solicitous  of  insured 
companies  which  are  taxpayers  and  employers,  cannot  be 
expected  to  be  equally  concerned  with  the  welfare  of  potential 
victims  in  other  jurisdictions. 

One  might  also  hypothesize  that  efficiency  in 
setting  appropriate  loss  prevention  standards,  and  in 
policing  them,  might  be  a  function  of  administrative  experience 
and  expertise.   While  no  official  implementing  a  state  plan 
could  specialize  sufficiently  to  develop  expertise  in  each 
of  the  numerous  product  lines  insured  by  his  state's  facility, 
such  specialization  might  well  be  attainable  by  the  staff  of 
a  national  facility.   It  is  beyond  doubt  that  injury  data  and 
engineering  data  pertinent  to  loss  prevention  standards  must 
be  collected  nationally  and,  while  this  task  could  be  undertaken 
by  a  private  or  governmental  agency  which  would  send  its  data 
to  the  various  states,  a  national  residual  market  facility 
could  do  this  job  itself. 

Entirely  aside  from  the  policing  of  loss  prevention 
measures  of  insured  manufacturers,  a  national  facility  might 


also  be  able  to  encourage  market  deterrence,  because  its 
insureds  within  each  industry  might  be  sufficiently  numerous 
to  permit  it  to  set  rates  which  would  spread  risks  within 
industries,  but  not  across  them.   This  could  not  be  done  on 
a  state  level. 

It  seems,  then,  that  if  loss  prevention  is  to  be 
made  an  emphasized  part  of  a  residual  market  mechanism,  there 
are  reasons  for  preferring  a  national-level  implementation 
of  it.   While  there  seems  to  be  no  discernible  reason  to 
question  the  feasibility  of  state-level  unsatisfied  judgment 
funds,  it  is  questionable  whether  the  remedy  of  mandatory 
products  liability  insurance  could  be  put  into  effect  on  a 
state  level. 

The  proposal  for  mandatory  coverage  is  not  an 

appealing  solution,  given  the  inefficiency  of  products 

7 
insurance  as  a  reparations  system.    However,  if  it  is  to 

be,  it  may  better  be  enacted  on  a  national  than  on  a  state 

level.   In  theory,  the  state  of  a  manufacturer's  principal 

place  of  business  may  undertake  to  impose  mandatory  insurance 

upon  him,  to  cover  all  the  risks  arising  anywhere  in  the 

country.   In  practice,  of  course,  there  would  never  be  a 

political  incentive  for  a  jurisdiction  to  enact  such  a  law, 

which  would  put  local  companies  at  a  competitive  disadvantage 

with  foreign  ones,  for  the  benefit  of  foreign  tort  victims 

as  well  as  domestic  ones.   Still,  if  any  state  did  attempt 

such  a  thing,  legal  questions  would  arise  concerning  the 


validity  of  its  action  under  the  McCarran-Ferguson  Act,   if 

9 
not  under  the  fourteenth  amendment. 

Mandatory  insurance  imposed  by  the  state  where  the 
risk  is  located  would  have  the  difficulty,  noted  supra,  that 
the  size  of  the  risk  will  depend  on  the  quantity  of  the 
manufacturer's  product  sold  in  the  state  by  third  persons  over 
whom  the  manufacturer  has  no  control,  and  whose  actions  it 
may  not  even  be  able  to  forecast  with  accuracy.   If  the  size 
of  the  risk  is  not  known,  it  is  difficult  to  see  how  the 
premium  is  to  be  fixed.   Mandating  of  insurance  by  the  situs 
states  may  also  lead  to  inconsistent  requirements  regarding 
coverage  limits  and  policy  provisions.   Sufficiently  aggravated, 
this  might  conceivably  give  rise  to  constitutional  problems, 
while  enforcing  policy  requirements  against  policies  written 
outside  the  situs  state  might  raise  legal  questions  under 
the  McCarran  Act.     A  federal  mandatory  insurance  law  would 
at  least  not  require  anyone  to  catalog  the  products  crossing 
state  lines  to  check  upon  the  insurance  status  of  their 
manufacturers . 

Of  all  the  mechanisms,  it  is  the  one  of  federally- 
chartered  insurance  which  offers  the  greatest  potentialities 
for  profiting  from  the  uniformity  in  regulation  which  only 
national  administration  can  bring.*  Federally-chartered 
insurance  could  cause  national  loss-prevention  standards  to 
be  applied  by  insurers  to  all  their  insureds — those  buying 
coverage  in  the  free  market  as  well  as  those  obtaining  it 


*See  note,  page  i 


under  a  residual  mechanism.   It  would  place  the  duty  of  over- 
seeing insurer  solvency  in  an  agency  whose  political 
responsibility  extended  to  all  the  nation's  potential  victims 
of  products-related  injuries,  and  could  reduce  the 
administrative  burdens  and  expense  which  the  present  system 

of  duplicative  state-level  regulation  imposes  on  the  country's 

12 
insurers.     It  would  also  make  possible  the  efficient 

regulation  of  liability  policy  clauses  and  would  permit 

insurance  regulation  to  be  readily  coordinated  with  national 

legislation  concerning  standards  of  liability,  workplace 

injury  contribution  and  indemnity,  product  safety  standards, 

etc . 

On  the  other  hand,  leaving  insurers  subject  to  the 

regulation  of  the  states  in  other  aspects  of  their  casualty 

and  liability  business,  while  imposing  federal  regulation  for 

products  liability  alone,  might  lead  to  contradictory  demands 

upon  them  and  certainly  would  add  to  the  administrative 

13 
burdens  which  regulation  already  places  on  the  industry. 

Entirely  preempting  state  regulation  in  the  field  of  casualty 

and  liability  insurance,  however,  would  mean  reversing  a 

major  Congressional  decision  in  a  much-controverted  field — a 

step  that  should  be  taken  not  in  order  to  deal  with  a 

specialized  problem  amenable  to  treatment  by  less  drastic 

means,  but  only  after  a  careful  and  thorough  consideration 

of  all  its  possible  consequences. 
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13.  This  has  been  said  to  be  a  widely- feared  consequence  of  federal  regulation  of  insurance. 
Huebner,  Black  &  Cline,  Property  &  Liability  Insurance  563  (1968). 


10 


b.   Mandatory  Products  Liability  Insurance 


11 


MANDATORY  PRODUCTS  LIABILITY  INSURANCE 

I. 

Introduction 

Mandatory  insurance  merely  means  requiring  by  statute 
that  all  manufacturers,  distributors  and  sellers  who  put 
products  in  the  stream  of  commerce  carry  products  liability 
insurance  in  certain  amounts.   There  is  a  rising  fear  that, 
with  the  increase  in  products  liability  claims  and  amounts  of 
judgments,  and  the  corresponding  decrease  in  availability  of 
products  liability  insurance  at  affordable  rates,  many  injured 
victims  of  products  injuries  will  be  left  without  an  adequate 
means  of  compensation.   Assuming  this  fear  to  be  valid,  some 
form  of  legislation  may  become  necessary  to  protect  injured 
products  victims  against  "financially  irresponsible"  manu- 
facturers.  A  related  phenomenon  occurred  in  the  automobile 
context,  where  it  was  found  that  the  recovery  of  many  auto- 
mobile accident  victims  was  being  prevented  by  judgment-proof 
defendants.   State  legislatures  responded  with  the  enactment 
of  compulsory  insurance  or  financial  responsibility  statutes. 

Statutes  to  guarantee  the  financial  security  of  all 
motorists  have  taken  several  forms.   Some  states  have  enacted 
statutes  requiring  that  every  owner  of  an  automobile,  before 
being  allowed  to  register  his  vehicle  or  use  it  on  the  highway, 
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"shall  provide  security  for  the  discharge  of  his  liability  for 
personal  injuries  resulting  from  the  negligent  operation  of 
the  machine  or  furnish  evidence  of  financial  responsibility." 
The  "security"  required  as  a  prerequisite  to  registration  is 
generally  either  a  motor  vehicle  liability  policy  or  the  certi- 
ficate of  a  surety  company  stating  that  it  will  guarantee  the 

2 
necessary  judgment  payment  of  a  fixed  sum  by  applicant.    More 

recently,  such  "compulsory"  insurance  laws  have  been  utilized 

3 

in  conjunction  with  no-fault  automobile  insurance  plans. 

Under  some  statutes,  any  person  who  has  been  convicted 
of  certain  offenses,  who  has  had  an  accident  while  driving  an 
automobile,  whose  motor  vehicle  has  been  involved  in  an  accident, 
or  who  has  failed  to  satisfy  a  judgment  against  him  arising 
from  the  operation  of  an  automobile,  is  required  to  furnish 
proof  of  financial  security  before  any  new  or  renewal  operator's 

license  may  be  issued  to  him  or  before  he  can  register  a  new 

4 
automobile  or  register  any  automobile   in  his  name.    Thus, 

a  driver  may  retain  the  freedom  to  choose  whether  or  not  to 
obtain  insurance  until  he  has  demonstrated  in  some  way  that  he 
is  financially  irresponsible. 

In  the  products  liability  context,  it  may  be  possible 
to  enact  a  compulsory  insurance  law  requiring  all  manufacturers, 
distributors  and  sellers,  as  a  condition  to  manufacturing,  dis- 
tributing or  selling  their  products  in  a  state f  to  obtain  products 
liability  insurance.   An  alternative  may  be  a  law  requiring  such 
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insurance  only  after  a  manufacturer,  distributor  or  seller 
has  shown  itself  to  be  financially  irresponsible  by  failing 
to  satisfy  a  judgment,  or  has  shown  through  past  claims  and 
injury  experience  that  its  product  is  particularly  hazardous 
and  presents  a  high  risk  of  injury. 

II. 

Assessment 

Merely  requiring  products  liability  insurance  is 
probably  not  a  very  good  remedy  in  itself.   It  may  be  a  necessary 
step  in  providing  sufficient  premium  flow  for  effective  pooling 
or  it  may  be  a  necessary  part  of  a  no-fault  insurance  scheme. 
However,  it  would  only  be  an  ancillary  consideration  in  those 
other  remedies.   Though  it  is  almost  certainly  constitutional, 
it  presents  many  practical  problems  in  its  enactment.   At  best, 
it  would  create  a  large,  expensive  bureaucracy,  which  could 
not  be  justified  by  the  benefits  of  mandatory  products  liability 
insurance  alone. 

III. 
Models 

A.   Constitutionality 

An  initial  concern  with  a  mandatory  products  liability 

insurance  law  is  its  constitutionality.   Since  such  a  law  would 

force  all  manufacturers,  distributors  and  sellers,  presumably 

as  a  condition  to  doing  business  in  a  particular  state,  to  obtain 
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insurance  up  to  a  certain  amount  or,  in  some  way,  to 
demonstrate  financial  responsibility  up  to  that  amount,  there 
is  at  least  an  argument  that  this  compulsion  constitutes  a 
deprivation  of  property  without  due  process  in  violation  of 
the  14th  amendment.   Such  an  argument  was  made,  and  rejected, 

with  respect  to  Massachusetts'  compulsory  automobile  insurance 

5 
law  m  Ex  parte  Poresky,   where  the  United  States  Supreme  Court 

held  that,  in  view  of  the  constitutional  authority  of  the  state 

to  act  in  the  interest  of  public  safety,  a  federal  district  court 

judge  properly  dismissed  a  complaint  alleging  the  statute's  uncon- 

stitutionality  for  want  of  federal  question  jurisdiction.    The 

constitutional  authority  of  the  state  to  enact  such  a  statute  in 

the  interest  of  public  safety  is  discussed  in  In  re  Opinion  of 

the  Justices,  where  the  Massachusetts  Supreme  Judicial  Court 

stated  that  the  statute  was  constitutional  because  it  advanced 

every  citizen's  right  to  a  remedy  under  the  law  and  because 

7 
automobiles  are  dangerous  instrumentalities.    More  recently, 

with  the  advent  of  no-fault  automobile  insurance,  at  least  two 

different  state  courts  have  held  that  requiring  the  purchase 

of  first  party  coverage  under  such  plans,  as  opposed  to  liability 

coverage  for  injuries  to  other  parties,  does  not  constitute  a 

o 

deprivation  of  property  without  due  process.    Also,  the  federal 
constitutionality  of  compulsory  workers'  compensation  insurance, 

enacted  in  all  but  one  state,  has  long  been  established  by  the 

9 
Supreme  Court.    With  respect  to  the  compulsory  automobile 
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insurance  statutes,  it  has  also  been  held  that  the  fact  that  these 
regulations  apply  to  carriers  involved  in  interstate  commerce, 
as  well  as  domestic  travelers,  does  not  impose  an  unconstitu- 
tional burden  on  interstate  commerce  since  states,  although  they 
may  not  enact  laws  for  the  specific  purpose  of  regulating  inter- 
state commerce,  may  enact  laws  "for  the  protection  of  the  general 
public,  against  apprehended  harm  including  that  caused  by  those 
engaged  in  interstate  commerce." 

In  view  of  these  past  decisions  upholding  the  power  of 
the  state  to  impose  compulsory  automobile  insurance,  it  appears 
that  a  mandatory  products  liability  insurance  scheme  would  also 
withstand  constitutional  attacks  on  due  process  and  interference 
with  commerce  grounds.   Assuming  a  preliminary  finding  that 
many  innocent  products  victims  are  going  uncompensated,  a  major 
justification  for  the  exercise  of  the  state's  power  is  satisfied, 
and  it  should  not  matter  that  the  law  would  apply  to  corporations 

involved  in  interstate  commerce,  as  well  as  those  doing  business 

12 
only  domestically.     Also,  at  least  with  respect  to  some  products, 

the  fact  that  they  can  be  characterized  as  "dangerous  instrumen- 
talities" which,  if  defective,  could  cause  serious  harm  to  the 

user  should  provide  further  justification  for  this  regulatory 

.  ,  ..    13 
legislation. 

In  fact,  it  might  be  determined  to  be  more  desirable 

to  require  insurance  or  security  for  only  such  products  as  do 

constitute  "dangerous  instrumentalities"  or  present  an 


especially  high  risk  of  injury.   By  delineating  certain  classi- 
fications of  manufacturers,  distributors  and  sellers  required 
to  obtain  products  liability  insurance,  and  exempting  others, 
such  a  statute  might  be  subject  to  constitutional  challenge  on 
state  or  federal  equal  protection  grounds.   However,  again  in 
the  context  of  automobile  insurance  legislation,  it  has  been 
held  that  compulsory  insurance  acts,  like  licensing  and  tax 
regulations,  may  apply  differently  to  various  classifications 

so  long  as  a  "reasonable  distinction  exists  among  the  classi- 

14 
fications."     Thus,  if  some  system  of  classification  could  be 

established  to  identify  objectively  those  products  with  espe- 
cially high  risk  potential,  or  those  manufacturers  who  are 
financially  irresponsible,  it  seems  that  such  a  system  could 
be  constitutionally  applied  to  impose  compulsory  insurance  on 
only  certain  corporations  or  industries  under  certain  circum- 
stances.  Even  different  minimum  amounts  of  coverage  could  be 
required,  depending  on  the  classification,  if  a  reasonable 
distinction  existed.   Overall,  then,  it  appears  that,  if  a 
preliminary  finding  were  made  that  many  products  victims  in  a 
state  were  going  uncompensated,  that  state  could  constitutionally 
enact,  pursuant  to  its  power  to  act  in  the  interest  of  the  public 
safety,  a  mandatory  products  liability  insurance  law. 

B.   Relationship  to  No-Fault  Insurance 

A  compulsory  products  liability  insurance  law  may 
be  combined  with  the  present  tort  liability  system  or  with  a 
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15 
no-fault  compensation  system.     It  should  be  noted,  however, 

that,  with  the  enactment  of  a  products  financial  responsibility 

or  compulsory  insurance  law,  the  need  for  the  creation  of  a 

residual  insurance  market  would  become  even  greater.     Since 

manufacturers,  distributors  and  sellers  would  be  required  to 

demonstrate  financial  security  as  a  condition  to  doing  business 

in  a  state ,  there  would  have  to  be  some  assurance  that  products 

liability  insurance,  as  the  most  common  form  of  security,  would 

be  available  to  all  applicants  who  could  not  obtain  it  in  the 

17 
voluntary  market.     Compulsory  insurance  would,  by  increasing 

the  number  of  applicants  for  insurance,  allow  the  voluntary 

insurance  market  to  exercise  great  selectivity  in  its  choice 

of  risks,  increase  the  population  of  the  residual  market 

most  likely  with  high-risk  companies  and,  unless  some  kind  of 

subsidy  of  the  residual  market  occurs,  probably  drive  the 

18 
premium  rates  of  the  residual  market  even  higher.     Since 

the  imposition  of  mandatory  products  liability  insurance  could 

thus  be  a  severe  financial  burden  on  some  companies,  it  might 

be  well,  in  enacting  such  a  statute,  to  allow  for  other  means 

of  demonstrating  financial  responsibility,  such  as  properly 

19 
regulated  self-insurance,    or  even  the  establishment  of  a 

20 
captive  insurance  company.     The  most  important  point,  however, 

is  that  the  imposition  of  compulsory  insurance  will  make  essen- 
tial the  implementation  of  some  plan  to  insure  residual  risks. 


Another  point  to  be  considered  is  the  argument, 
raised  by  some  critics  of  compulsory  automobile  insurance, 
that  the  widespread  use  of  liability  insurance  eliminates  the 
deterrent  effects  of  the  fault  system,  and  thus  leads  to  care- 
less behavior.   Opponents  of  the  liability  insurance  system 
hypothesize  that,  as  the  percentage  of  vehicles  covered  by 
liability  insurance  increases,  accident  rates,  and  injury  and 

death  rates  as  a  result  of  motor  vehicle  accidents,  would  also 

21 
increase,  due  to  reduced  deterrence.     Similarly,  an  argument 

could  possibly  be  made  that  mandatory  products  liability  insur- 
ance might  reduce  deterrence  and  thus  safety.   However,  there 
are  no  figures  or  studies  to  support  such  an  argument  and, 
indeed,  it  seems  that  the  spectre  of  soaring  premium  rates  would 
serve  the  needed  deterrent  effect.   Furthermore,  at  least  one 
commentator,  after  a  careful  empirical  analysis,  was  unable 
to  find  any  "statistically  significant  effects"  associating 
compulsory  automobile  liability  insurance  with  increased  auto- 
mobile accident  rates  and  resulting  injury  and  death  rates, 

and  concluded  that  critics  of  compulsory  insurance  are  incorrect 

22 

in  that  respect.     Also,  with  automobiles,  it  may  be  the  feeling 

that  everyone  else  is  insured  that  leads  to  carelessness.   That 
is  certainly  not  properly  analogous  to  the  products  area.   If 
that  analogy  were  made,  it  could  be  argued  that  the  increased 
availability  of  personal  health  and  accident  insurance  has  a 
deterrent  effect  on  product  safety. 
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C.   Some  Practical  Considerations 

Several  questions  arise  as  to  the  nature,  scope  and 
practicality  of  application  of  a  mandatory  products  liability 
law.   If  it  were  provided,  for  example,  that  all  manufacturers, 
distributors  and  sellers  "doing  business"  in  a  state  must  obtain 
insurance  covering  liability  in  that  state  up  to  a  certain 
amount,  or  otherwise  show  financial  responsibility  as  to  that 
amount,  as  a  condition  to  continuing  to  "do  business"  in  that 
state,  some  definition  would  have  to  be  made  of  what  constitutes 
"doing  business"  for  purposes  of  the  act.   It  certainly  appears 
that  such  an  act,  to  be  effective,  would  have  to  apply  to  foreign 
corporations  as  well  as  those  incorporated  in  a  particular  state. 
On  the  other  hand,  the  volume  of  business  of  some  foreign  com- 
panies within  a  state  might  be  so  minimal  that  they  should  not 
be  required  to  make  a  showing  of  security,  or  should  be  required 
to  meet  a  lesser  requirement  for  such  security  to  correlate 
with  their  lesser  volume  of  business.   Such  companies,  since 
their  business  in  the  state  is  so  minimal,  may  have  made  a 
conscious  determination  to  self-insure  the  risks  associated 
with  that  small  portion  of  business,  and,  in  this  respect,  an 
allowance  for  self-insurance  would  become  particularly  significant, 

Whether  an  act  would  require  insurance  for  all  manu- 
facturers, distributors  and  sellers  manufacturing,  distributing 
or  selling  any  products  at  all  in  a  state,  or  for  only  those 
doing  a  certain  volume  of  business  in  a  state,  administration 
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of  the  scheme  would  seemingly  require  the  establishment  of 
a  large  bureaucratic  apparatus  to  keep  track  of  all  of  the 
products  being  manufactured,  distributed  and  sold  in  the  state, 
It  would  be  made  more  complex  by  any  system  of  product  classi- 
fications devised.   Effective  enforcement  of  such  an  act  seems 
very  difficult  and  expensive  to  achieve. 

Furthermore,  such  a  mandatory  insurance  scheme  would 
not  insure  protection  against  financial  irresponsibility  in 
cases  where  the  injury-causing  product,  not  manufactured, 
sold  or  distributed  in  the  victim's  state,  was  purchased  in 
another  state,  unless  the  other  state  also  had  a  mandatory 
insurance  law  applicable  to  the  defendant.   To  the  extent  that 
products  are  originally  purchased  in  other  states,  or  often 
find  their  way  into  the  stream  of  commerce  or  ownership  to 
other  states,  compensation  would  not  necessarily  be  insured 
for  victims  of  such  products  unless,  again,  all  states  had 
similar  mandatory  insurance  laws. 
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posed statute  may  rest  is  that  the  motor  vehicle 
is  of  itself  a  dangerous  instrumentality.   Unless 
kept  in  good  repair  and  equipped  with  adequate 
brakes  and  then  driven  on  public  ways  with  a  high 
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c.   Unsatisfied  Judament  Funds 
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UNSATISFIED  JUDGMENT  FUNDS 

I. 

Introduction 

An  unsatisfied  judgment  fund  is  a  public  fund 
which  is  available  to  a  certain  dollar  limit  for  injured  plaintiffs 
who  cannot  collect  an  otherwise  enforceable  judgment.   These 
funds  are  normally  limited  to  injuries  resulting  from  a  par- 
ticular risk*   As  yet,  they  have  apparently  only  been  utilized 
in  connection  with  automobile  accidents . 

II. 

Assessment 
Unsatisfied  judgment  funds,  as  an  important  and  major 
remedy  to  the  products  liability  crisis,  can  only  be  justified 
as  a  true  emergency  measure.   Factual  determinations  would  have 
to  be  made  as  to  liability  limits,  and  this  might  be  very  dif- 
ficult because  of  the  wide  range  of  types  of  products  and 
consequent  types  of  injuries.   The  only  feasible  method  of 
financing  the  fund  would  be  through  general  tax  revenues.   Using 
general  revenues  in  this  manner,  rather  than  assessing  manu- 
facturers or  insurers,  is  a  difficult  social  policy  decision. 
As  an  emergency  stopgap,  it  would  probably  work,  however,  and 
it  appears  to  have  some  advantages  over  a  mere  mandatory  insur- 
ance or  financial  responsibility  law. 
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III. 

Models 


A.   Pavment 


It  was  to  insure  protection  against  uninsured  drivers 
from  other  states,  as  well  as  unlicensed  and  unidentifiable 
hit-and-run  drivers,  that  some  states  chose  to  establish 
unsatisfied  judgment  funds,  instead  of,  or  in  addition  to, 
mandatory  insurance  laws.   Such  f unds ,  which  have  been  established 
in  various  forms  in  five  states,    generally  provide  compensation 
for  losses  to  claimants  unable  to  recover  judgments  against 
uninsured  motorists.   They  also  provide  for  claimants  unable 
to  recover  judgments  because  they  were  injured  in  accidents 
with  hit-and-run  drivers,  stolen  motor  vehicles,  motor  vehicles 

operated  without  permission  of  the  owner,  and  unregistered 

2 
motor  vehicles.    To  accommodate  these  various  claimants,  the 

acts  generally  provide  for  one  procedure  for  claims  based  on 

unsatisfied  judgments,  and  another  for  claims  directly  made 

against  the  fund,  possibly  without  the  prior  securing  of  a 

3 

judgment.    Upon  compensating  the  injured  claimant,  the  fund 

is  either  assigned  the  claimant's  judgment  against  the  defendant, 

or  is  subrogated  to  the  claimant's  rights  against  the  person 

4 
responsible  for  the  use  or  operation  of  the  uninsured  vehicle. 

The  automobile  injury  compensation  statutes  also 

impose  limits  on  the  amounts  payable  from  the  fund  for  the  injury 

or  death  of  any  one  person,  and  for  the  injury  or  death  of  two 

5 
or  more  persons  m  any  one  accident.    There  seems  to  be  no 
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problem  in  imposing  maximum  limits  of  recovery,  probably  at 
higher  levels  in  a  products  liability  fund  and,  in  fact,  such 
limits  would  probably  be  essential  for  the  funds  to  remain 
solvent.    Setting  the  limit  of  liability  of  the  fund  would 
depend  on  two  factors:   method  of  financing  the  fund  and 
average  expected  individual  loss.   Other  studies  being  conducted 
by  the  Task  Force  will  develop  average  loss  figures  and  their 
frequency.   With  this  information,  it  may  be  possible  to  choose 
a  proper  assessment  level  to  finance  the  fund  satisfactorily 
to  pay  out  up  to  the  liability  limit.   Methods  of  funding  are 
discussed  below. 

It  has  been  provided  in  some  of  the  statutes  creating 
funds  for  automobile  injuries  that  recoveries  from  the  funds 
be  reduced  by  amounts,  with  respect  to  the  accident,  that  the 
claimant  has  received  or,  in  the  opinion  of  the  court  is  likely 
to  receive  from  other  sources,  such  as  other  insurance  policies 
and  workers1  compensation  benefits,  including  medical,  hospital, 

funeral  or  other  benefits  paid  or  payable  under  workers1 

7 
compensation  law.    Similarly,  it  appears  that  recoveries  from 

a  products  liability  unsatisfied  judgment  fund  could  be 

reduced  by  amounts  received  from  other  sources,  which  would 

help  reduce  the  financial  burden  on  the  fund.   Because  it 

is  a  state  fund,  there  seems  to  be  no  reason  not  to  include 

this  modification  of  the  collateral  source  rule  to  help  preserve 

fund  resources. 
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B .   Funding 

The  major  problem  in  implementing  an  unsatisfied 
judgment  fund  in  the  products  context  is  in  choosing  a  source 
for  fund  monies.   The  five  existing  funds  for  automobile 
accident  victims  derive  their  assets  from  various  sources. 

North  Dakota,  for  example,  imposes  an  additional  registration 

p 
fee  for  all  drivers  of  $1.00.    New  Jersey  imposes  an  extra 

9 
$8.00  fee  on  persons  registering  uninsured  motor  vehicles. 

Michigan,  which  originally  imposed  fees  on  both  insured  and 

uninsured  vehicles  ($1.00  and  $35.00  respectively)  and  later 

on  only  uninsured  vehicles  ($45.00),  now  supports  its  fund 

out  of  the  state  treasury.     New  York  assesses  all  insurance 

companies  writing  automobile  liability  insurance  in  the  state 

a  fee  commensurate  with  the  company's  proportionate  share 

of  the  automobile  liability  insurance  business  in  New  York, 

and  provides  for  deficit  assessments  in  the  event  fund  monies 

are  insufficient  to  meet  all  claims.     Maryland's  fund,  which 

is  now  combined  with  that  state's  automobile  insurance  fund, 

derives  its  monies  from  premiums  on  drivers  insured  by  the 

fund,  an  additional  fee  of  $1.50  on  all  persons  registering 

motor  vehicles  in  the  state,  and  assessments  on  each  automobile 

liability  insurer  in  the  state.   The  insurers  are  assessed  one 

percent  of  their  net  direct  written  automobile  liability 

premiums  for  the  previous  calendar  year,  with  provision  for 

collection  of  an  additional  one  percent  if  the  estimated 
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balance  of  the  fund  should  prove  insufficient  to  meet  its 

a      12 
needs . 

Problems  could  arise  with  the  assessment  of  private 

insurers  to  support  such  a  fund  for  products  injuries.   The 

classification  of  insurers  to  be  assessed  would  have  to  be 

determined.   Since  a  large  number  of  participants  would  better 

guarantee  the  solvency  of  the  fund,  the  assessment  of  all 

insurers  writing  any  casualty  and  liability  insurance  in  the 

state  may  be  desirable.   However,  to  the  extent  that  some  of 

these  insurers  had  never  underwritten  any  products  liability 

insurance,  nor  chosen  to  enter  into  that  particular  field, 

such  compulsory  participation  might  create  constitutional 

13 
problems.     On  the  other  hand,  assessments  only  on  those 

insurers  presently  writing  products  liability  insurance  does 

not  seem  sufficient  to  support  such  a  fund,  since  the  number 

of  such  insurers  is  relatively  small,  and  would,  in  fact, 

serve  only  to  drive  the  insurers  remaining  in  the  area  out 

of  the  products  line  altogether. 

One  means  of  supporting  such  a  fund  for  products 

injuries  would  be  assessing  a  fee  on  all  manufacturers, 

distributors  and  sellers  incorporated,  and  all  other  companies 

licensed  to  do  business,  in  a  particular  state,  or  perhaps 

only  on  such  businesses  as  are  uninsured.   The  imposition  of 

fees  on  manufacturers  who  may,  in  fact,  be  insured   or  financially 

responsible  may  seem  unfair,  but  it  should  be  remembered  that 
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the  costs  of  the  assessments  would  ultimately  be  passed  on  by 
the  businesses  to  consumers,  who  are  to  be  the  beneficiaries 
of  such  a  fund.   Manufacturers  would,  in  fact,  appear  to  be 
in  a  good  position  to  distribute  the  costs  of  such  a  fund 
among  those  who  would  benefit  from  its  existence. 

Another  problem  arises  from  the  fact  that  the  fund 
would  presumably  be  paying  claims  to  persons  injured  by  products 
manufactured  in  other  states,  since  it  may  be  argued  that  these 
foreign  manufacturers  whose  products  are  sold  in  the  state 
should  be  financing  the  fund.   As  discussed  with  respect  to 
compulsory  insurance,  however,  the  regulation,  or  assessment, 
of  foreign  businesses  selling  products  in  a  state  would  appear 
very  difficult  and  expensive,  administratively,  to  enforce. 
If  different  assessments  were  to  be  made  for  insured  and  unin- 
sured manufacturers,  the  problems  would  be  even  more  complex. 

The  simplest  means  of  supporting  such  a  fund  would 
be  from  the  state  treasury.   Not  only  would  this  eliminate 
the  problems,  previously  discussed,  of  an  administrative 
agency's  having  to  keep  track  of  all  assessable  sources  and 
having  to  collect  funds  from  these  sources,  but  it  would  distribute 
the  cost  of  the  fund  among  all  the  citizens  of  the  state  who 
benefit  from  the  fund's  existence.   This,  of  course,  is  an 
enormous  policy  decision.   It  would  be  a  very  significant 
decision  for  a  state  to  decide  to  use  its  taxing  power  to  pay 
for  all  uncompensated  product  injuries,  even  up  to  a  fixed  limit 
of  liability.   To  use  this,  even  as  a  temporary  measure,  seems 
to  require  a  finding  that  a  true  emergency  exists. 
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C .   Comparison  With  a  Mandatory  Insurance  or  F inancial 
Responsibility  Law  Remedy 


Mandatory  insurance  and  unsatisfied  judgment  funds 
are  really  very  similar  remedies.   Both  appear  to  be  so 
difficult  and  expensive  to  establish  and  administer  in  the 
products  area  that  they  should  only  be  considered  upon  a 
finding  that  very  many  product  victims  are  going  uncompensated. 
If  such  a  finding  is  made,  it  may  also  be  wise  to  determine 
the  percentage  of  losses  attributable  to  out-of-state  manu- 
facturers before  a  plan  is  devised.   With  respect  to  the 
problem  of  uncompensated  automobile  victims,  arguments  have 

been  advanced  by  various  commentators  supporting  both  solutions 

14 
as  the  better  one,    and  two  states  have  both  compulsory 

15 

automobile  insurance  and  unsatisfied  judgment  funds.    One 

commentator  notes  that,  not  only  does  the  unsatisfied  judgment 
fund  operate   more  efficiently  than  mandatory  insurance,  but 
it  also  "comports  more  nearly  with  the  American  concept  of 
freedom  of  action."     Freedom  of  action,  the  argument  goes, 

should  not  be  abrogated  where  there  are  other  solutions  to  a 

17 
problem  which  avoid  interference  with  that  freedom. 

Aside  from  these  philosophical  observations,  it 

does  appear  that  an  unsatisfied  judgment  fund  would ,  if 

properly  funded,  more  efficiently  serve  to  protect  against 

uninsured  and  insolvent  businesses  than  compulsory  insurance, 
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since  the  latter  plan  raises  the  problems  of  regulating  out- 
of-state  businesses  while  the  former  could  conceivably  be 
funded  from  the  state  treasury  and  provide  compensation  for 
victims  of  defective  products  manufactured  anywhere.  The 
fund  would  then  be  assigned  the  claimant's  judgment  or  be 
subrogated  to  his  claims,  and  might  replenish  some  of  its 
assets  by  pursuing  these  legal  rights. 
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NOTES 


1.  Md.  Code  Ann.  Art.  48A  §§  243,  243H  (Supp.  1975)  (Maryland  Automobile  Insurance 
Fund);  Mich.  Stats.  Ann.  §§  9.2801  et  seq.  (1974,  as  amended  in  Supp.  1976  and 
in  1975  Public  Act  No.  322);  New  Jersey  Stats.  Ann.  39:6-61  et  seq.  (1973);  New 
York  Ins.  Law  §§  600  et  seq.  (McKinney  1966)  (Motor  Vehicle  Accident  Indemnifi- 
cation Corporation);  N.  Dak.  Cent.  Code  Ann.  39-17-01  et  seq.  (1972). 

2.  See,  e.g.,  N.Y.  Ins.  Law,  supra  note  1,  §  600. 

3.  See ,  e.g. ,  Mich.  Stats.  Ann,  supra  note  1,  §§  9.2806,  9.2807. 

4.  See,  e.g. ,  id.  §§  9.2806(4),  9.2809. 

5.  The  respective  limits  are:  $20 , 000/$40 , 000  in  Maryland;  $20 ,000/$40 ,000  in  Michigan; 
$15,000/$30,000  in  New  Jersey;  $10,000/520,000  in  New  York;  and  $10 , 000/$20,000 

in  North  Dakota.   These  are  also  the  minimum  requirements  under  the  states'  financial 
responsibility  acts. 

6.  It  should  be  noted,  however,  that  there  would  be  no  claims  in  the  products  area 
corresponding  to  automobile  claims  for  injuries  in  accidents  with  hit-and-run 
drivers  or  stolen  cars.   Recoveries  against  the  fund  could  be  limited  to  cases 
of  unsatisfied  judgments  and  other  cases  where  the  defendant  is  uninsured  and 
otherwise  financially  unable  to  compensate  the  victim. 

7.  Md.  Code  Ann,  art.  48A  §  243-1 (b)  (Supp.  1975)  provides: 

(b)   Deductions. — There  shall  be  deducted  from  the 
applicable  maximum  amount  set  forth  in  subsection 
(a)  of  this  section  or  from  the  amount  of  the  judg- 
ment, whichever  is  smaller,  the  total  of  the  follow- 
ing: 

(1)  From  any  judgment  or  portion  thereof  repre- 
senting damages  to  real  or  personal  property,  one 
hundred  dollars  ($100.00); 

(2)  All  amounts  that  the  applicant  has  received 
or,  in  the  opinion  of  the  court,  is  likely  to  re- 
ceive from  any  source,  toward  payment  of  the  judg- 
ment; 

(3)  All  amounts  that  the  applicant  has  received  or, 
in  the  opinion  of  the  court,  is  likely  to  receive, 
toward  payment  of  a  judgment  of  claim  against  any 
person  against  whom  the  applicant  has  a  cause  of 
action  for  damages  for  bodily  injury  or  death  or 
damage  to  property,  arising  out  of  the  same  accident; 

(4)  All  amounts  that  the  applicant  has  received, 

or  in  the  opinion  of  the  court,  is  likely  to  receive 
under  any  policy  affording  indemnity  for  damage  to 
or  destruction  of  his  real  or  personal  property; 

(5)  All  amounts  that  the  applicant  has  received, 
or,  in  the  opinion  of  the  court,  is  likely  to  re- 
ceive, by  reason  of  the  accident  out  of  which  ap- 
plicant's claim  arises,  under  or  because  of  any 
workmen's  compensation  law.   Medical,  hospital, 
funeral,  or  other  benefits  paid  or  payable  on  be- 
half of  the  applicant  under  the  workmen's  compensa- 
tion law  shall  be  deemed,  for  the  purposes  of  this 
subtitle,  to  be  received  or  receivable  by  the  appli- 
cant . 

See  also  Mich.  Stats.  Ann.  §§  9.2822,  9.2823,  9.2329  (1974). 

8.  N.  Dak.  Cent.  Code  Ann.  39-17-01  (1972). 

9.  New  Jersey  Stats.  Ann.  39:6-63.1  (1973). 

10.   Mich.  Stats.  Ann.  Current  Materials,  1975  Public  Act  No.  322. 
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11.  N.Y.  Ins.  Law  §  607  (McKinney  Supp.  1976). 

12.  Md.  Code  Ann.  §§  243A,  243C  (Supp.  1975). 

13.  See  Hartford  Accident  &  Indemnity  Co.  v.  Ingram,  226  S.E.2d  498  (N.C.  1976). 

14 .  Compare  Report  of  the  American  Bar  Association  Committee  on  Automobile  Accident 
Reparations  (Chicago,  ABA  1969)  with  M.  G.  Woodroof ,  et  al . ,  Automobile  Liability 
and  the  Changing  Law  (1972). 

15.  New  York  and  New  Jersey. 

16.  Woodroof,  supra  note  14,  at  57. 

17.  Id. 
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2.   State  Created  Mechanisms 
a.   Assigned  Risk  Plans 
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ASSIGNED  RISK  PLANS 
I. 
Introduction 

Assigned  risk  plans  were  originally  conceived  as  a 
solution  to  the  problem  of  hard-to-place  insurance  risks.   Such 
plans  are  basically  a  mechanism  to  increase  the  availability  of 
insurance  to  those  who  desire  to  purchase  it.   Although  the 
species  of  assigned  risk  plans  differ  according  to  the  nature 
of  the  coverage  and  from  state  to  state,  all  are  designed  to 
provide  insurance  for  persons  who  have  been  rejected  by  the 
voluntary  market.   Upon  such  rejection,  one  may  apply  to 
the  assigned  risk  plan.   The  applicant  is  then  immediately 
placed  in  a  pool  with  other  applicants,  who  have  similarly 
been  rejected.   The  risks  in  this  pool  are  then  assigned  spe- 
cifically to  individual  carriers,  and  each  carrier  assumes 
only  the  risks  assigned  to  it. 

For  the  purposes  of  the  present  discussion,  two 
primary  models  of  assigned  risk  plans  have  been  selected.   One 
of  these  is  Michigan's  Automobile  Insurance  Placement  Facility. 
This  assigned  risk  plan  appears  to  be  the  nation's  most 
sophisticated,  and  incorporates  all  of  the  major  legislative 
responses  to  criticisms  of  such  plans.   It  therefore  can  serve 
as  a  focal  point  for  an  application  of  the  automobile  insurance 
experience  to  the  area  of  products  liability.   The  second  model 
is  contained  in  two  proposed  bills,  presently  before  the 
legislatures  in  Massachusetts  and  Connecticut,^  which  create 
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products  liability  insurance  placement  facilities.   While 
other  models  might  conceivably  have  been  chosen — and  are 
indeed,  considered  for  limited  purposes  here — these  two 
models  provide  a  relatively  comprehensive  framework  for 
analysis  of  assigned  risk  plans  as  a  remedy  to  the  present 
product  liability  crisis. 

One  additional  area  in  which  the  assigned  risk 
method  of  apportionment  has  been  utilized  to  some  extent  is 
workers'  compensation.   Workers8  compensation  addresses  a 
problem  that,  in  one  respect,  is  very  like  that  in  products 

liability:   the  wide  variety  which  necessarily  exists  in 

3 

the  conditions  and  hazards  which  are  being  insured. 

However,  the  state  statutes,  which  have  established  the 
assigned  risk  method  of  writing  involuntary  insurance,  also 
have  included  provisions  for  reinsurance  pools,  made  up  of  all 
insurance  companies,  to  distribute  the  losses  experienced 
under  the  plans  on  an  equitable  basis.   Thus,  the  only  thing 
that  is  assigned  under  these  plans  is  the  writing  and  issuance 
of  a  policy,  and  the  handling  of  claims.   The  losses  are  pooled 
among  all  insurers   and  divided  in  the  proportion  which  the 
amount  of  workers'  compensation  insurance  premiums  written 
by  a  company  bears  to  the  total  amount  of  such  premiums 
written  in  the  state. 
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II. 
Assessment 

A  plan  which  provides  for  a  reinsurance  pool  of 
assigned  risk  losses  goes  a  long  way  toward  eliminating  in- 
equities in  the  assigned  risk  method  of  apportionment  where 
risks  are  not  homogeneous.   Such  a  plan  would  take  into 
account  the  limited  financial  capacity  of  some  insurers  which 
would  be  required  to  participate  in  the  plan. 

However,  this  kind  of  reinsurance  pool,  when  combined 
with  assigned  risk  distribution  for  underwriting  purposes,  would 
certainly  not  solve  all  of  the  inequities  or  impracticalities 
involved  in  assigning  risks.   It  would  not  avert  the  diminishing 
numbers  of  insurers  writing  products  coverage.   It  would  have  to 
compel  participation  by  all  insurers  writing  any  lines  of  casualty 
and  liability  insurance  in  a  state,  and  not  merely  those  writing 
products  insurance.   Upon  adoption  of  the  plan,  many  casualty 
insurers  would  presumably  stop  writing  liability  coverage  entirely. 
It  would,  therefore,  be  difficult  to  distinguish  between  those 
insurers  who  merely  wanted  to  extricate  themselves  from  a  problem- 
atical area  and  those  who  do  not  belong  there  at  all.   Thus,  even 
the  most  carefully   constructed  plan  will  necessarily  involve 
practical,  if  not  constitutional,  difficulties.   By  necessity, 
it  will  force — perhaps   unconstitutionally — many   inexperienced 
companies  to  write  insurance  for  the  varied  product  risks .   More- 
over, companies  which  are  competent  in  the  area  and  may  experience 
acceptable  losses  among  their  own  risks  will  be  made  to  suffer 
for  the  underwriting  and  claims  handling  incompetence  of  others, 
which  lack  the  experience  in  a  line  of  insurance  they  are  being 
forced  to  enter. 
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III. 

Models 

Assigned  risk  plans  have  been  used  most  widely  in 
the  area  of  automobile  insurance.    With  the  advent  of  financial 
responsibility  laws,  a  means  to  insure  the  availability  of 
automobile  liability  insurance  to  all  categories  of  risks  became 
essential.   Thus,  in  1938,  New  Hampshire  adopted  the  first 
automobile  assigned  risk  plan  and,  since  then,  every  state  has, 

at  one  time,  adopted  such  a  plan  to  apportion  its  residual  market 

4 
of  undesirable  risks  equitably. 

Although  assigned  risk  plans  were  originally  adopted 

to  serve  a  relatively  small,  residual  market  of  drivers  who 

could  not  otherwise  obtain  coverage,  actual  experience  has 

shown  a  sharp  expansion  over  recent  years  in  the  percentage 

of  drivers  covered  under  these  plans.   In  recent  years,  the 

number  of  vehicles  covered  by  assigned  risk  programs  has 

increased  at  the  same  rate  as  total  vehicle  registrations,  main- 

5 
taining  a  proportion  of  coverage  between  2.8  and  3.0%. 

In  some  states,  plan  growth  has  been  particularly  spectacular. 

For  example,  prior  to  the  adoption  of  a  reinsurance  pool  to 

replace  its  assigned  risk  plan,  North  Carolina  had  a  plan  which 

served  fully  25%  of  the  drivers  in  that  state.    Even  in  New 

York,  which  has  "open  competition"  rating  laws  rather  than 

"prior  approval"  laws,  the  assigned  risk  plan  is  the  largest 

7 
writer  of  automobile  insurance  in  the  state. 
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Since  the  intent  of  assigned  risk  plans  is  to 
distribute  the  pooled  "risks"  equitably  among  all  insurers 
writing  automobile  insurance  in  a  particular  jurisdiction,  the 
allocation  of  these  risks  is  based  on  the  amount  of  voluntary 
automobile  insurance  each  insurer  writes  in  the  state.  The 
number  of  risks  assigned  to  a  particular  company  is  determined 
by  the  ratio  of  automobile  business  written  by  that  company 
in  the  state  to  the  total  automobile  business  of  all  insurance 
companies  in  the  state.   The  business  written  is  measured  either 

o 

by  "net  direct  premium"  writings  or  "net  written  car  years." 
Thus,  assigned  risk  plans  are  designed  to  apportion  undesirable 
risks,  with  a  minimum  effect  on  the  marketing,  expense  and  loss 
adjustment  methods  of  the  individual  participating  carriers. 

Premium  prices  under  assigned  risk  plans  generally 
include  a  base  rate,  plus  some  form  of  surcharge.   Both  of 
these  vary  greatly  from  state  to  state.   The  rates  and  surcharges 
are  set  by  a  regulatory  authority  and  contain  a  maximum  which  may 
be  charged  under  the  plan.   In  every  state,  premium  prices  for 
assigned  risks,  even  without  surcharges,  exceed  voluntary  market 
averages, J      This  situation,  of  course,  merely  reflects  the 
fact  that  the  average  assigned  risk  is  a  less  desirable 
insured  than  the  risk  who  is  insured  by  the  voluntary  market. 
Indeed,  despite  the  high  rates  charged,  assigned  risk  plans, 
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on  the  whole,  have  shown  an  unfavorable  loss  ratio  experience 

and  often  have  generated  losses  and  costs  in  excess  of  premium 

volume.   In  1966,  for  example,  the  average  loss  ratio  for 

all  states  together  was  103%,  with  experience  in  individual 

states  ranging  from  47%  in  Iowa  to  147%  in  Arkansas  and  146% 

in  Massachusetts.   The  loss  ratios  were  highest  in  the  states 

with  the  largest  proportion  of  vehicles  in  their  assigned  risk 

plans,  and  the  three  compulsory  insurance  states  (at  that  time) 

— New  York,  North  Carolina  and  Massachusetts — aH  had  loss 

ratios  of  over  120%.-'-^   Although,  in  the  vast  majority  of 

states,  assigned  risk  plan  business  is  self-rated  and  apparently 

self-supporting,  *■    the  figures  indicate  that,  at  least  in  those 

few  states  with  large  plan  populations  and  high  loss  ratios, 

the  assigned  risk  rates  are  being  subsidized  by  the  voluntary 

market.   As  one  authority  has  noted: 

In  some  of  these  States,  loss  experience 
of  the  plans  reflects  a  conscious  policy 
to  provide  maximum  availability  at  relatively 
low  rates.   In  the  case  of  New  York,  the  sub- 
sidization of  assigned  risk  losses  by  standard 

policyholders  is  recognized  and  intentionally 
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adopted. 

The  inadequate  rates  of  assigned  risk  plans  effectively 
set  a  limit  or  "cap"  on  voluntary  market  rates  as  well,  since 
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decreased  eligibility  requirements  have  made  assigned  risk 

plans  more  of  a  substitute  market  than  a  mere  market  of  last 

13 
resort.     Where  the  rate  for  a  class  of  risks  is  inadequate 

to  cover  expected  losses,  an  underwriter  must  exercise 

greater  selectivity  to  achieve  a  portfolio  of  risks  which  is 

better  than  average.   The  increasing  number  of  risks  rejected 

go  to  the  assigned  risk  plan,  causing  the  great  plan  expansion 

experienced  in  some  states,  and  the  high  loss  ratios  as  well. 

The  obvious  solution  to  this  problem  appears  to 
be  to  raise  the  inadequate  rates  of  assigned  risk  plans  to 
reflect  more  closely  the  loss  propensities  of  the  various  risks 
within  the  plans1  populations.   Besides  reducing  the  plans' 
loss  ratios,  this  solution  would  also  seemingly  reduce  their 
populations,  since  it  would  raise  the  imposed  "caps"  on 
voluntary  market  rates  and  encourage  insurers  to  accept  more 
risks  on  a  voluntary  basis.   However,  to  raise  rates  in  this 
manner  would  also  destroy  the  avowed  purposes  of  the  assigned 
risk  plans  as  markets  of  last  resort  and  instruments  of 
subsidy:   to  provide  "maximum  availability  at  relatively  low 
rates."   Thus,  every  assigned  risk  plan  has  involved  a  legislative 
compromise  between  the  conflicting  goals  of  providing  maximum 
coverage  and  avoiding  confiscatory  rate  structures. 

In  many  ways,  the  most  sophisticated  existing 
automobile  insurance  assigned  risk  plan  is  that  of  Michigan. 
Michigan  has  created  an  organization,  made  up  of  "every 
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automobile  insurer  authorized  to  write  and  writing  automobile 
bodily  injury  liability  and  property  damage  liability  insurance" 

in  the  state.   It  is  called  the  "Automobile  Insurance  Placement 

14 
Facility."     Section  24.13355  of  the  Michigan  Act  provides: 

Every  agent  who  is  authorized  to  solicit, 

negotiate  or  effect  automobile  insurance 

on  behalf  of  any  participating  member  shall: 

(a)  Offer  to  place  coverage  through  the 
facility  for  any  qualified  applicant  who  is 
ineligible  or  unacceptable  for  coverage  in 
the  insurer  or  insurers  for  whom  the  agent 
is  authorized  to  solicit,  negotiate  or 
effect  automobile  insurance. 

(b)  If  the  qualified  applicant  accepts 
the  offer  in  subdivision  (a) ,  forward  the 
application  and  any  deposit  premium  required 

in  accordance  with  the  plan  of  operation,  rules 
and  procedures  of  the  facility. 

(c)  Be  entitled  to  receive,  and  any 
participating  member  be  entitled  to  pay, 

a  commission  for  placing  insurance  through 

the  facility  at  the  uniform  rates  of  commission 

as  provided  in  the  plan  of  operation. 

Thus,  under  the  Michigan  plan,  when  a  driver  is  rejected  by 

a  voluntary  market  agent,  the  agent  must,  at  the  same  time, 

offer  to  place  him  through  the  facility.   If  the  applicant 

accepts  the  offer  of  coverage  through  the  facility  and  pays  any 

required  premium  deposit,  immediate,  binding  coverage  is 

obtained.   Under  the  act,  an  eligible   or  "qualified  applicant" 

is  defined  as  one  who:  (1)  is  a  resident  of  the  state;  (2)  owns 


43 


a  motor  vehicle,  has  a  valid  driver's  license  or  is  required 
to  file  proof    of  financial  responsibility  under  state  law; 

and  (3)  has  no  unpaid  premiums  with  respect  to  prior  automobile 

15 
insurance.     The  Act  states  that  the  facility  shall  provide 

"a  reasonable  selection  of  additional  limits  of  liability"  over  the 

statutory  minima,  as  well  as  excess  medical  payments  coverage  and 

physical  damage  coverage.     It  also  provides  for  the  reinsurance 

of  facility-placed  risks,  including  a  pool  for  the  reinsurance 

of  liability  coverages  with  limits  in  excess  of  those  required 

17         .  .  . 

by  statute.     The  Michigan  plan  also  eliminates  delay  in 

access  to  coverage  by  providing  that  the  agent  who  rejects  an 

applicant  from  the  voluntary  market  offer  the  applicant  coverage 

1 8 
through  the  facility  and  obtain  such  coverage.     Finally,  the 

Act  provides  for  premium  financing  in  the  form  of  an  optional 

19 
deferred  payment  plan. 

Because  of  assigned  risk  plans'  minimal  effect  on 

marketing,  expense  and  loss  adjustment  methods  of  individual 

carriers,  and  because  the  carriers  are  responsible  only  for 

the  risks  specifically  assigned  to  them,  and  over  which  they 

retain  control,  the  assigned  risk  method  of  apportionment 

generally  appears  to  be  preferred  by  insurers  over  other 

methods  of  residual  risk  apportionment,  such  as  reinsurance 

20 
pools  and  joint  underwriting  associations.     Studies  have 

indicated,  however,  that  risks  are  not  necessarily  placed  in 

assigned  risk  plans  because  of  accidents  or  violations,  or 
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because  they  are  "bad  risks"  in  terms  of  objective  and 
identifiable  criteria.   The  sole  common  reason  for  any  risk's 

being  in  a  plan  is  an  inability  to  find  a  place  in  the  voluntary 

21 
market.     Thus,  while  insurers  have  generally  been  satisfied 

with  the  operation  of  plans,  dissatisfaction  among  insureds 

has  been  substantial,  and  has  appeared  more  prominently  among 

those  who,  under  objective  criteria,  ought  not  to  be  required 

to  participate  in  the  plans  at  all.   Thus,  if  the  insurance 

industry  has  experienced  a  few  problems  with  the  operation  of 

the  plans,  the  complaints  of  plan  applicants  have,  over  the 

years,  given  rise  to  serious  concern.   Virtually  all  of  the 

programs,  it  must  be  conceded,  have  presented,  in  varying  degrees, 

problems  of  access,  convenience  and  coverage.   Continuous  efforts 

have  therefore  been,  and  are,  necessary  to  improve  and  standardize 

the  various  plans.   Despite  the  underlying  purpose  of  assigned 

risk  plans  to  insure  the  availability  of  automobile  insurance 

to  all  who  want  it,  a  major  charge  against  the  plans  has 

persistently  been  their  failure  to  provide  sufficient  accessibility. 

One  reason  for  this  failure  has  been  the  rather  stringent 

eligibility  requirements  of  some  plans.   This  has  led  to  a 

situation  where  many  of  the  same  risks  that  were  rejected  by 

the  voluntary  market  will  not  have  access  to  insurance  through 

the  plans.   Applicants  with  physical  or  mental  impairments, 

felony  convictions,  or  very  bad  driving  records  are  frequently 
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excluded.     Recently,  however,  the  trend  appears  to  be  toward 
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minimizing  plan  eligibility  requirements  to  possession  of  a 
valid  driver's  license  and  prompt  premium  payment — with, 
perhaps,  the  retention  of  a  provision  to  exclude  those  with 

multiple  convictions  for  driving  while  intoxicated  or 

2  3 

hit-and-run  violations. 

Another  major  problem  with  automobile  assigned  risk 
plans  has  been  inadequate  coverage.   In  the  past,  for  example, 
many  states  have  provided  liability  insurance  coverage  only 
up  to  the  basic  limits  required  under  state  financial  responsibility 

laws,  with  no  excess  limits  available,  and  no  physical  damage 

24 
or  medical  payment  coverage  included.     Proposals  have  thus 

been  advanced  to  alleviate  this  problem  by  extending  coverage  to 

include  not  only  liability,  but  also  collision  and  medical  payments, 

25 
and  by  providing  an  opportunity  to  obtain  excess  limits. 

The  movement  in  this  direction,  however,  has  been  rather  slow. 

According  to  one  study,  there  are  several  reasons 

26 
for  the  reluctance  in  this  area.     First,  there  is  a  basic 

problem  of  the  limited  financial  capacity  of  insurance  companies. 

Many  of  the  smaller  insurers  especially  do  not  have  the 

financial  ability  to  insure  at  higher  limits.   It  appears,  however, 

that  this  problem  could  be  solved,  at  least  in  part,  by  providing 

for  the  reinsurance  of  coverage,  with  limits  in  excess  of  those 

required  by  statute.   Such  a  provision  has  already  been  enacted 

27 
in  at  least  one  state. 

Another  reason  for  the  reluctance  in  extending  coverage 

is  apparently  the  alleged  rate  inadequacy  of  some  plans.   In  view 


46 


of  this  inadequacy,  it  is  feared  that  even  the  additional 

premiums  which  could  be  charged  for  higher  limits  would  be 

2  8 
inadequate,  and  that  losses  would  therefore  be  compounded. 

Again,  it  seems  that  a  provision  for  the  reinsurance  excess 

coverage  could  help  to  mitigate  this  problem,  regardless  of 

the  rates  that  are  being  charged. 

Another  force  against  the  movement  toward  extending 
coverage  under  automobile  assigned  risk  plans  is  the  "high-risk" 
or  "substandard"  automobile  insurer,  which  specializes  in 
insuring  "bad  risks"  at  greater  than  normal  rates.   Now,  when 
a  plan  applicant  is  rejected  as  an  assigned  risk  for  some 
reason,  or  desires  coverage  beyond  that  offered  by  the  plan,  he 
is  presented  with  a  choice  of  either  being  uninsured  or  going 
to  the  voluntary,  "high-risk"  market  and  paying  high  premiums 
for  the  desired  coverage.   High-risk  insurers  have  correctly 
argued  that  their  market  would  be  impaired  by  the  extension  of 
coverage  under  assigned  risk  plans,  especially  if  assigned  risk 
rates  were  established  at  lower  levels. 

Another  complaint  leveled  against  automobile  assigned 
risk  plans — one  which  is  tied  in  with  accessibility — 
concerns  the  convenience  and  speed  with  which  a  customer  may 
gain  access  to  assigned  risk  coverage.   Marketing  arrangements 

for  assigned  risks  customarily  have  been  distinctly  inferior 
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to  those  prevalent  in  the  voluntary  market.     A  major  problem 

in  this  respect  is  the  delay  encountered  in  securing  effective 
coverage.   To  be  eligible  as  an  assigned  risk,  an  applicant 
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must  have  first  applied  to  a  voluntary  insurer  and  been  either 
rejected  or,  in  some  instances,  offered  coverage  only  at  rates 
in  excess  of  assigned  risk  rates.   Thereafter,  additional 
delays  may  follow,  as  applications  are  channeled   through  the 
assigned  risk  mechanism,  before  binding  coverage  is  obtained. 
Furthermore,  in  the  past,  not  all  agents  have  willingly  processed 
assigned  risk  applications,  since,  under  many  plans,  agents1 
commissions  are  lower  than  in  the  voluntary  market,  while 
processing  is  more  complicated. 

One  final  major  problem  associated  with  assigned  risk 
programs  has  been  termed  "stigma."   The  stigma  stemming  from 
assigned  risk  plans  is  basically  a  recognition,  by  some 
authorities,  of  a  "discretionary,  if  not  malicious,  nature  of 

insurers'  treatment  of  involuntary  business  at  all  levels  of 
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service,  from  policy  insurance  to  claims  handling." 

Closely  associated  with  this  is  the  second-class  treatment 

imposed  by  the  plans  themselves,  under  which  assigned  risks 

can  generally  choose  neither  the  agent  nor  insurer  with  which 

they  are  to  deal.   This  overall  treatment  seems  especially 

offensive  to  those  assigned  risks,  constituting  over  50%  of 
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the  category,  who  have  "clean"  driving  records.     If  past 

experience  is  an  indication,  the  presence  of  this  "stigma" 
effect,  where  an  assigned  risk  plan  is  in  operation,  is  unavoid- 
able, since  the  insured,  the  agent  and  the  insurer  are  all 
necessarily  aware  of  the  insured's  status  as  an  involuntary  risk. 
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The  Michigan  plan,  which  abbreviates  the  procedure  that  an 
assigned  risk  applicant  must  follow  to  obtain  coverage,  helps 
to  mitigate  the  effect  somewhat.   Nevertheless,  some  commentators 
feel  that  only  the  reinsurance  facility,  of  all  present 

residual  market  mechanisms,  can  effectively  overcome  this  particular 

K1    33 
problem. 

To  be  sure,  continued  modifications  and  innovations 

have  helped  to  alleviate  many  of  the  major  problems  which  formerly 

plagued  the  automobile  assigned  risk  programs.   Large  plan 

populations,  for  example,  are,  in  some  states,  being  reduced 

by  means  of  a  credit  system,  which  allows  a  company  to  lower 

its  assigned  risk  quota  if  it  voluntarily  accepts  Class  2  (under 

34 
age  25)  business. 

Also,  the  operating  expenses  of  various  state  plans 

have  been  reduced  considerably  by  consolidation,  in  the  form  of 

centralization  of  statistical  information  and  administration  in 

one  regional  office.   In  such  a  consolidation,  each  state 

retains  its  own  individual  plan,  but  shares  one  large  service 

center  with  other  participating  states.   As  of  1970,  there  were 

35 
four  such  associations  encompassing  a  total  of  31  states. 

In  California  State  Automobile  Association  Inter- 

Insurance  Bureau  v.  Maloney,    where  the  constitutionality  of 

state  automobile  assigned  risk  plans  was  upheld,  the  United 

States  Supreme  Court  spoke  at  length  of  the  state's  broad  powers 

to  regulate  the  insurance  business  in  the  public  interest,  and 

relied  upon  these  powers  as  the  basis  of  its  decision.   The 

Court  stated: 
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The  case  in  its  broadest  reach  is  one 
in  which  the  state  requires  in  the  public 
interest  each  member   of  a  business  to  assume 
a  pro  rata  share  of  a  burden  which  modern 
conditions  have  made  incident  to  the  business. 
It  is  therefore  not  unlike  Noble  State  Bank  v. 
Haskell,  219  U.S.  104,  31  S.  Ct.  186,  55  L.  Ed. 
112,  which  sustained  a  state  law  assessing 
each  state  bank  for  the  creation  of  a 
depositors'  guaranty  fund.   What  was  there  said 
about  the  police  power  -  that  it  "extends  to  all 
the  great  public  needs"  and  may  be  utilized  in 
aid  of  what  the  legislative  judgment  deems 
necessary  to  the  public  welfare,  219  U.S.  at 
page  111,  31  S.  Ct.  at  page  188  -  is 
particularly  apt  when  the  business  of  insurance 
is  involved  -  a  business  to  which  the  government 
has  long  had  a  "special  relation."   Here,  as 
in  the  banking  field,  the  power  of  the  state  is 
broad  enough  to  take  over  the  whole  business, 
leaving  no  part  for  private  enterprise.  ... 
The  state  may  therefore  hold  its  hand  on 
condition  that  local  needs  be  serviced  by  the 
business.  ...  Osborn  v.  Ozlin, . . .  was  such  a 
case;  it  sustained  on  that  theory  Virginia's 
law  requiring  Virginia  residents  to  have  a 
share  in  writing  casualty  and  surety  risks 
in  Virginia.   The  principle  of  Osborn  v. 
Ozlin  now  presses  for  recognition  in  a 
situation  as  acute  as  any  with  which  the 
states  have  had  to  deal.   Highway  accidents 
with  their  train  of  property  and  personal 
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injuries  are  notoriously  important 
problems  in  every  community.   Clearing 
the  highways  of  irresponsible  drivers, 
devising  ways  and  means  for  making 
sure  that  compensation  is  awarded 
the  innocent  victims,  and  yet  managing 
a  scheme  which  leaves  the  highways  open 
for  the  livelihood  of  the  deserving  are 
problems  that  have  taxed  the  ingenuity  of 
law  makers  and  administrators. 

Whether  California's  program  is  wise 
or  unwise  is  not  our  concern.  .  .  .  The 
problem  is  a  local  one  on  which  views  will 
vary.   We  cannot  say  California  went 
beyond  permissible  limits  when  it  made 
the  liability  insurance  business  accept 
insurable  risks  which  circumstances  barred 
from  insurance  and  hence  from  the  highways. 
Appellant's  business  may  of  course  be  less 
prosperous  as  a  result  of  the  regulation. 
That  diminution  in  value,  however,  has 

never  mounted  to  the  dignity  of  a  taking 

37 
in  the  constitutional  sense. 

Thus,  there  appears  to  be  no  serious  constitutional  problem  with 

3  8 
the  concept  of  assigned  risk  plans. 

The  application  of  assigned  risk  mechanisms  to  the 

products  liability  insurance  problem  is  an  idea  which  has 

recently  provoked  considerable  interest.   Legislation  has  been 

proposed  in  two  states — Massachusetts  and  Connecticut — 
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which  would  implement  such  a  mechanism.     Both  of  these 

appear  to  be  modeled   after  the  Massachusetts  Fair  Access 

to  Insurance  Requirements  (FAIR)  plan,  established  in  1968,  which 
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operates  through  an  Urban  Area  Insurance  Placement  Facility. 
There  appear  to  be  several  reasons,  at  least  in  Massachusetts, 
why  the  proposal  was  modelled  after  the  FAIR  plan,  in  the  form 
of  a  placement  facility,  rather  than,  for  example,  after  the 

Massachusetts  act  which  established  a  joint  underwriting 

41 
association  to  provide  medical  malpractice  insurance. 

First,  it  was  thought  that  the  FAIR  plan,  at  least  mechanically, 

was  working  well,  even  though  it  was  losing  large  amounts  of 

42 
money.     In  contrast,  at  the  time  of  the  proposal,  the  joint 

underwriting  association  for  medical  malpractice  had  just  been 

43 
established,  and  it  was  not  clear  how  well  it  would  work. 

Moreover,  it  was  believed  that  products  liability  insurance  might 

be  more  analogous  to  property  insurance  than  to  any  other,  and 

that  a  provision  for  product  inspection,  as  a  prerequisite  to 

obtaining  insurance  through  the  facility,  such  as  that  of  the 

44 
FAIR  plan,  might  be  desirable.     Finally,  the  proposal  was 

viewed,  at  least  in  part,  as  an  attempt  to  bring  the  need  for 

legislative  action  into  the  open,  and  to  generate  conversation 

and  thought  in  the  area  of  products  liability  insurance.   Thus, 

the  proposals  seem  intended  more  as  a  catalyst  than  as  a 
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finalized  plan  or  solution. 
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The  FAIR  plan  was  a  response  to  an  availability 

crisis  in  property  insurance,  which  arose  in  the  wake  of 

46 
urban  riots  in  the  1960's.     The  decision  to  pattern  the 

Massachusetts  and  Connecticut  products  liability  insurance 

bills  after  the  FAIR  plan  reflects  the  parallels  between  the 

present  insurance  problem  and  the  crisis  which  existed  then. 

Both  bills  provide,  in  §  2 ,  that  all  insurance  companies 

licensed  to  provide  any  casualty  and  liability  insurance  within 

the  state  must  organize  a  products  liability  insurance  placement 

facility  and  submit  a  plan  for  the  facility,  to  be  approved 

by  the  commissioner  of  insurance.   Section  2  states  further 

that,  as  a  condition  to  retaining  the  authority  to  sell  any 

casualty  or  liability  insurance  in  the  state,  an  insurance  company 

must  participate  in  the  facility. 

Although  it  would  be  the  function  of  the  facility 

to  allocate  insurance  in  a  manner  "reasonably  calculated  to 

distribute  fairly  the  risk  of  loss  which  may  be  incurred 

among  insurers  on  the  basis  of  premiums  written  within  the 

commonwealth,"  and  thus  to  "place"  or  assign  the  risks,  certain 

other  provisions  make  the  proposed  plans  very  different  in 

effect  from  the  traditional  automobile  assigned  risk  plans. 
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The  proposals  provide,  in  §  2(3),  that  any  "eligible  applicant" 

for  products  liability  insurance  is  entitled,  on  proof  that  he 

has  made  a  reasonable  effort  to  obtain  insurance  and  has  not 

been  able  to  obtain  it,  to:   (1)  a  prompt  inspection  of  his 

product  by  facility  representatives;  (2)  a  report  from  the 
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facility  stating  that  it  has  presented  his  application  and 
inspection  report  to  participating  insurance  companies,  and 
that  either  one  or  more  have  agreed  to  write  all,  or  a 
part  of,  the  coverage  requested  if  specified  improvements  are 
made  or  safety  measures  taken  within  a  reasonable  time,  or  that 
no  company  has  agreed  to  write  any  of  the  requested  coverage; 
(3)  insurance  coverage,  agreed  to  in  the  report,  up  to  a 
"reasonable  insurable  value,"  upon  proof  that  any  suggested 
improvements  or  safety  prevention  measures  have  been  made  or 
taken,  and  upon  payment  of  the  required  premium,  made  to  the 
company  or  companies  that  have  agreed  to  provide  coverage. 

Thus,  under  this  provision  for  product  inspection, 
some  manufacturers  would  still  not  be  able  to  secure  coverage 
through  the  facility.   The  bills  require  that  reasons  for 
denial  of  coverage  be  given  and  further  provide,  in  §  4 ,    that, 
if  the  commissioner  determines  that  the  facility  is  not  adequately 
fulfilling  its  purpose  of  placing  applicants,  he  may  order  the 
establishment  of  a  joint  underwriting  and  reinsurance  association 
to  provide  insurance  for  those  applicants  who  cannot  obtain 
coverage  through  the  facility.   It  should  be  noted,  however,  that 
the  provisions  in  the  Massachusetts  FAIR  plan,  including  the 
establishment  of  the  placement  facility  and  the  provision  for 
inspection,  are  required  to  be  included  by  the  federal  Urban 
Property  Protection  &  Reinsurance  Act  of  1968. 48   After  studies 
and  hearings ,  these  provisions  were  thought  to  be  peculiarly 
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desirable  to  increase  the  availability  of  property  insurance 
in  riot-affected  areas.   The  placement  facility  of  the  FAIR 
plan,  on  a  showing  by  the  applicant  of  inability  to  obtain 
coverage,  must  assign  or  apportion  the  risks  to  its  insurer 
members  in  an  equitable  manner.   As  a  requirement  for  eligibility 
under  the  placement  plan,  an  applicant  must  undergo  inspection 
of  his  property  by  the  facility.   After  inspection,  the  facility 
presents  its  inspection  report  to  member  insurers  to  try  to 
obtain  the  requested  coverage  for  the  applicant.   Insurers  may 
accept  coverage  either  unconditionally  or  upon  the  condition  that 
certain  improvements  are  made  or  preventive  measures  taken. 
Alternatively,  they  may  reject  it  for  specified  reasons.   Thus, 
all  applicants  do  not  necessarily  get  coverage  through  the 
facility,  d>ue  to  its  inspection  requirement  for  eligibility 
and,  in  fact,  if  the  commissioner  determines  that  the  facility 
if  not  fulfilling  its  purpose,  he  is  authorized  to  establish  a 
joint  underwriting  and  reinsurance  association  to  provide 
basic  property  insurance  to  applicants  who  cannot  obtain  it 
through  the  facility. 

Placement  facilities  and  inspection  requirements, 
required  in  FAIR  plans  under  federal  law,  are  particularly 
well-suited  to  property  insurance.   States,  in  their  building 
and  health  codes,  have  already  made  social  determinations  that 
certain  kinds  of  buildings  and  conditionsshould  not  be  in 

4  9 

existence.     The  codes  establish  certain  objective,  ascertain- 
able standards  and  criteria  for  building  safety  which  could  be 
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focused  upon  in  inspection  and  easily  enumerated  in  an 

.50 
inspection  report. 

In  the  area  of  products  liability  insurance,  however, 
there  is  obviously  no  federal  legislation  comparable  to  the 
Urban  Property  Protection  and  Reinsurance  Act  of  1968.   There 
is  thus  no  federal  requirement  that  any  state  products  liability 
insurance  plan  include  a  placement  facility,  and  no  requirement 
that  product  inspection  be  a  prerequisite  to  eligibility  under 
the  plan.   More  importantly,  there  are  no  existing  state 
standards  for  product  safety  or  design,  comparable  to  building 
codes,  to  serve  as  criteria  for  product  inspection  under  the 
proposals.   Moreover,  the  federal  standards  which  do  exist 
are,  for  the  most  part,  limited  in  their  scope  and  not  the 
subject  of  a  revision  and  refinement  experience  similar  to 
that  of  building  codes.   Further,  product  inspection  would 
only  be  a  partial  solution  to  the  products  liability  problem. 
Products  which  have  already  been  marketed  will  be  unaffected 
by  the  inspection,  and  undetectable  manufacturing  defects 
will  continue  to  be  the  basis  of  a  substantial  number  of 
claims . 

It  should  be  added  that,  unlike  the  FAIR  plan, 
under  which  insurance  through  facilities  may  be  federally 
reinsured  ^  there  is  no  provision  in  the  proposal  for 
reinsurance  or  products  risks  or  any  kind  of  pooling  arrangement 
to  distribute  losses  equitably.   Member  insurers  would  thus 
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have  to  bear  the  risk  of  facility-placed  insureds  entirely 
on  their  own,  and  with  an  option  of  whether  or  not  to 
accept  coverage,  it  seems  likely  that  many  manufacturers  of 
high-risk  products,  with  or  without  improvements  or  safety 
measures,  would  still  be  unable  to  obtain  insurance. 

Aside  from  the  question  of  whether  the  proposed 
placement  facility,  without  reinsurance  or  pooling,  would  be 
technically  workable  as  the  FAIR  plan  has  proven  to  be,  there 
is  the  issue  of  what  the  primary  purpose  of  a  plan  is  to  be 
and,  if  there  are  two  purposes,  whether  both  can  be  accom- 
plished effectively.   The  primary  purpose  of  the  proposed 
products  liability  insurance  placement  facility  is  presumably 
to  alleviate  the  serious  problem  of  inaccessibility  to 
liability  coverage  for  many  manufacturers.   The  provision 
requiring  product  inspection  indicates  that  the  proposal 
has  the  additional  purpose  of  promoting  product  safety  and 
consumerism.   In  furthering  this  latter  purpose,  the  proposed 
plan  appears  to  hinder  the  effective  accomplishment  of  the 
first,  primary  goal.   For  example,  during  the  period  a 
manufacturer's  product  is  being  inspected,  and  its  specifications 
are  being  submitted  to  insurers,  the  applicant  remains  uncovered. 
This  may  not  be  a  significant  problem  for  those  manufacturers 
who  have  not  yet  put  their  products  on  the  market.   However, 
for  the  many  applicants  whose  products  are  already  in  the 
stream  of  commerce,  such  delays,  even  if  relatively  short, 
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could  be  disastrous.   Moreover,  some  manufacturers  of  dangerous 
and  defective  products  who  have  undergone  these  delays  will, 
in  the  end,  still  obtain  coverage  through  the  facility. 
Thus,  the  benefits  of  a  plan  which  provides  for  product 
inspection,  without  any  objective  safety  standards,  as  an 
eligibility  requirement,  must  be  balanced  against  the 

effect  this  requirement  will  have  on  the  goal  of  insurance 
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accessibility. 

Finally,  the  proposals  set  a  rather  vague  standard 
for  limits  of  coverage.   Section  2(3) (c)  provides  that  coverage 
be  provided  up  to  a  "reasonable  insurable  value."   There  are 
no  financial  responsibility  laws  for  manufacturers,  which 
could  be  used  to  set  limits,  and  the  quoted  standard  is  apparently 
an  attempt  to  provide  coverage  on  a  more  individual  basis,  accord- 
ing to  the  nature  and  volume  of  a  particular  manufacturer's 
business.   Whether  this  vague  standard  is  workable  or  not,  the 
proposed  bills  make  no  provision,  in  situations  where  the 
facility  agrees  to  obtain  only  part  of  the  coverage  requested 
by  an  applicant,  for  the  applicant  to  get  excess  coverage  to 
the  limit  it  desires.   This  provision  could  be  made  in  conjunction 

with  a  reinsurance  pool  for  liability  coverage  with  limits 
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in  excess  of  those  agreed  to  by  the  facility. 

While  the  constitutionality  of  assigned  risk 

plans  generally  was  established  in  California  State  Automobile 

Insurance  Bureau  v.  Maloney,55  there  is  one  aspect  of  the 

proposed  bills  which  may  cause  a  problem.   This  is  the  provision 
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which  requires  all  insurance  companies,  licensed  to  provide 
any  casualty  or  liability  insurance  in  the  state,  to  participate 
in  the  placement  facility.   In  Hartford  Accident  &  Indemnity  Co. 
v.  Ingram, ~^  a  similar  provision  was  the  basis  for  a  holding 
that  an  insurance  placement  scheme  was  unconstitutional. 

The  Act  in  question  was  adopted  in  response  to 
North  Carolina's  medical  malpractice  insurance  crisis,  and  its 
purpose  was  to  "provide  a  mandatory  program  to  assure  an  adequate 
supply  of  health  care  liability  insurance  coverages  in  the  State 
of  North  Carolina."-'7   The  state  had  an  obligation,  the  Act  stated, 
to  provide  a  method  whereby  every  insurer  licensed  to  write  general 
liability  insurance  in  the  state  would  be  required  to  meet  the 
market  demand.  °   The  Act  then  established  a  Health  Care  Liability 
Reinsurance  Exchange,  to  consist  of  "all  insurers  licensed  to 
write  and  engaged  in  writing  within  this  state  general  liability 
insurance  or  any  component  thereof  except  town  and  county  mutual 
insurance  associations  and  assessable  mutual  companies."   It 
provided  that  every  such  insurer  be  a  member  of  the  Exchange  as 

a  prerequisite  to  further  engaging  in  writing  general  liability 
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insurance  in  the  state. 

The  Act  further  provided  that  insurers,  as  a 
prerequisite  to  writing  general  liability  insurance,  accept  and 
insure  any  applicant  who  is  an  "eligible  risk,"60   if  "cession"^ 
of  the  particular  coverage  and  limits  applied  for  were  permitted 
in  the  Exchange.   The  Act  also  stated  that  the  rates  charged 
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by  the  Exchange  were  to  be  "reasonable,  adequate,  not  excessive, 

not  unfairly  discriminatory  and  in  the  public  interest. "°2 

The  Ingram  court  found  a  constitutional  distinction 

between  the  automobile  assigned  risk  plans,  upheld  in  Maloney , 

and  the  residual  market  plan  for  medical  malpractice  insurance 

contained  in  the  statute.   The  court  acknowledged  the  availability 

crisis  in  malpractice  insurance,  and  accepted  the  legislative 

determination  that,  unless  health  care  liability  insurance  were 

made  available,  services  in  the  state  might  be  severely  curtailed.  ^ 

It  noted  the  broad  police  power  of  the  state  in  the  "regulation  of 

the  use  of  property  and  of  individual  conduct  for  the  purpose  of 

promoting  the  health  of  the  public."   Nevertheless,  the  court 

insisted: 

[T]he  legislative  power  is  not  unlimited 
but  is  subject  to  specific  limitations 
imposed  by  the  Constitution  of  this 
State  and  the  Constitution  of  the  United 
States.   It  is  also  subject  to  the  general 
limitation  thereof  that  the  interference 
with  individual  liberty,  or  with  the  right 
of  an  owner  of  property  to  use  it  as  he 
sees  fit,  must  have  a  reasonable  relation 
to  the  accomplishment  of  the  legislative 
purpose  and  must  not  be  unreasonable  in 
degree,  in  comparison  with  the  probable 
public  benefit. ^5 

The  court  then  focused   on  the  fact  that  the 

legislation  required  inexperienced  insurers  to  share  in  losses 

from  risks  which  were  involuntarily  underwritten.   It  appears 

that  the  court  saw  this  as  an  unconstitutional  thing  without 
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just  compensation,  even  though  its  ultimate  holding  was  on  due 

process  grounds: 

Assuming,  without  deciding,  that  the  State 
of  North  Carolina  has  an  obligation  to  pro- 
vide some  equitable  method  whereby  those 
whom  it  licenses  to  practice  one  of  the 
healing  arts  may  procure  insurance  against 
liability  for  injuries  caused  by  their 
negligence  in  such  practice,  it  does  not 
necessarily  follow  that  the  State  has 
power  to  conscript  certain  persons  or 
corporations,  or  a  certain  group  thereof, 
and  require  such  draftees  to  supply  the 
need  lat  their  risk  or  expense.   As  Mr. 
Justice  Holmes,  speaking  for  the  Supreme 
Court  of  the  United  States,  said  in  Pennsylvania 
Coal  Co.  v.  Mahon,  260  U.S.  393,  416,  43  S.  Ct. 
158,  160,  67  L.  Ed.  322  (1922),  "We  are  in 
danger  of  forgetting  that  a  strong  public 
desire  to  improve  the  public  condition  is  not 
enough  to  warrant  achieving  the  desire  by  a 
shorter  cut  than  the  constitutional  way  of 

paying  for  the  change." 

*  *  * 

The  question  for  our  determination  is  this, 
May  the  General  Assembly,  having  found  such  need 
to  exist,  require  all  insurance  companies  licensed 
to  issue  in  this  State  policies  of  "general  liabil- 
ity insurance,"  subject  to  specified  exceptions, 
to  supply,  at  their  own  risk  and  expense,  the  need 
for  health  care  liability  insurance,  such  companies 
not  having  heretofore  engaged  in  the  business  of 
writing  insurance  of  that  kind,  having  no  desire 
to  write  such  insurance  and  having  never  held 
themselves  out  as  willing  to  do  so?   We  hold  that 
the  General  Assembly  does  not  have  that  power  and, 

consequently,  the  Act  in  question  is  unconstitutional 

and  void .66 
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The  court  emphasized  that  the  issuance  of  policies  in  the  area 
of  health  care  insurance  is  separate  and  distinct  from  other  areas 
of  the  insurance  business,  that  it  is  a  highly  specialized  area 
requiring  a  high  degree  of  underwriting  expertise,  and  that  the 
mere  obtaining  of  a  license  to  write  insurance  against  liability 
for  property  damage  or  personal  injury  was  not  a  voluntary  under- 
taking by  the  licensee  to  write  policies  insuring  against 
liability  for  medical  malpractice.   The  court  noted  further  that 
this  was  a  burden,  entailing  high  loss  potential,  that  companies 
should  not  be  forced  to  assume: 

Quite  clearly,  a  company  which  has  been 
carrying  on  a  business  of  insuring  against 
liability  for  property  damage  only  would  be 
thrown,  by  the  Act  in  question,  into  a  type 
of  business  utterly  foreign  to  its  under- 
taking and  experience.   It  is  further 
abundantly  clear  from  the  record  that  to  compel 
such  company,  against  its  will,  to  write  health 
care  liability  insurance  for  whatever  health 
care  provider  may  see  fit  to  apply  to  it 
therefor  would  subject  the  company  to  a 
risk  of  financial  disaster.   It  is  no  answer  to 
the  objection  of  such  company  that  the  Act 
provides  for  its  "ceding"  of  all  health  care 
liability  policies  to  the  Exchange.   By 
definition  in  the  Act,  GS  58-173.37(1),  such 
ceding  simply  transfers  " the  profit  or  loss" 
of  such  policy  from  the  writing  company  to 
the  Exchange.   The  writing  company  may, 
by  the  Act,  GS  58-173 . 44 (e) ,  be,  neverthe- 
less, required  to  handle,  and  thus  incur  the 
expense  of,  the  adjustment  and  settlement  of 
claims  under  such  policy,  and  must  bear  its 
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proportionate  part  of  the  losses,  not  only 
on  its  own  policies  but  on  those  ceded  by  all 
other  companies  to  the  Exchange.   GS  5  8- 
173. 44  (i)  (8)  .   Thus,  a  company  writing  but  a 
few  policies,  itself,  on  which  no  loss  is 
sustained,  may  be  severely  crippled  financially 
by  the  writings  of  other  equally  inexperienced  and 
equally  reluctant  insurers. 

The  fact  that  the  Act  provided  for  the  establishment 

of  premium  rates  which  would  be  "reasonable"  and  "adequate"  and 

sufficient  to  yield  "a  fair  and  reasonable  underwriting  profit" 

over  and  above  "anticipated  losses"  and  "anticipated  expenses" 

could  not  save  the  Act  from  invalidity  on  the  grounds  of 

an  unconstitutional  deprivation.   The  court  concluded: 

The  losses  and  expenses  "anticipated"  by 
the  Commissioner  in  the  establishment  of 
premium  rates  may  easily  prove  substantially 
less  than  those  actually  incurred.   The 
record  shows,  with  disturbing  clarity, 
that  this  has  been  the  experience  in  the 
past  of  companies  voluntarily  writing 
such  insurance,  even  though  those  companies 
are  possessed  of  qualified  employees  having 
the  expertise  incident  to  years  of  experience 
in  the  business  and  even  though  those  companies 
have,  heretofore,  had  the  right  to  reject 
applicants  deemed  by  them  uninsurable,  a 
right  which  the  Act  undertakes  to  abolish. 
But,  even  if  it  could  be  assumed  that  premium 
rates  would  be  established  sufficient  to 
assure  the  company  "a  reasonable  underwriting 
profit,"  the  Law  of  the  Land  Clause  of  Article  I, 
§  19,  of  the  Constitution  of  North  Carolina, 
providing  that  no  person  shall  be  deprived  of 
his  liberty  but  by  the  Law  of  the  Land, 
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would  forbid  the  State  so  to  conscript  the 
plaintiff  companies  for  this  service.   By 
reason  of  this  constitutional  provision, 
the  simple  statement,  "I  don't  want  to," 

is  still  a  sufficient  answer  to  some 

6  8 
governmental  demands  of  this  State. 

The  court  also  held  that  the  Act  violated  North  Carolina's 

equal  protection  clause,  since  under  the  statutory  definition 
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of  "general  liability  insurance,"    companies  issuing  only 

automobile  liability  insurance  were  "exempt  from  this  legislative 

conscription  of  liability  insurance  carriers  into  the  proposed 
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army  of  health  care  liability  insurers." 

The  court  declined  to  decide  whether  the  state  could 

constitutionally  require  a  company  voluntarily  engaging  in 

the  health  care  liability  insurance  business  to  insure  all 

licensed  providers  of  health  care  services  against  liability, 

noting   ^e  existence  of  a  similar  plan  in  the  area  of  automobile 

insurance,  but  stressed  that  the  Act  in  question  required  the 

writing  of  such  insurance  "by  companies  who  never  have  engaged, 

and  do  not  want  to  engage  and  are  not  equipped  to  engage,  in 

the  business  at  all" : 

The  State  may  not,  consistent  with  the 
Law  of  the  Land  Clause  of  Article  I,  §  19, 
of  the  Constitution  of  North  Carolina,  or 
the  Due  Process  Clause  of  the  Fourteenth 
Amendment  to  the  Constitution  of  the 
United  States,  require  such  a  company  to 
engage  in  such  a  business  as  a  condition  to 
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its  right  to  continue  to  carry  on  an 
entirely  different  business  for  which 
it  is  duly  licensed  by  the  State  and 
in  which  it  wants  to  be,  and  is,  engaged. 

The  analogy  of  the  North  Carolina  statute  to  the 
Massachusetts  and  Connecticut  bills  is  a  clear  one.   It  is 
certainly  arguable  that  products  liability  insurance  is  as 
specialized  a  line  as  medical  malpractice  insurance,  and  that 
it  is  as  unconstitutional  to  conscript  insurers  into  the  former 
line  as  it  is  to  force  them  into  the  latter.   To  be  sure,  the 
proposed  bills  do  not  force  any  insurance  company  actually  to 
write  any  policies.   Nevertheless,  they  do  require  insurers  to 
evaluate  risks,  to  engage  in  product  assessment,  and  to  give 
reasons  for  denial  of  coverage.   It  is  clear  that  the  bills  do 
not  respect  the  prerogative  of  insurers  simply  to  state  "I  don't 
want  to,"  as  the  Ingram  court  required.   Thus,  under  that  court's 
analysis,  they  are  certainly  constitutionally  vulnerable. 

However,  the  holdings  in  the  Ingram  case  should 
probably  not  be  viewed  as  being  dispositive  of  the  issue  of 
the  constitutionality  of  this  type  of  plan  outside  the  boundaries 
of  North  Carolina.   Under  federal  constitutional  law  and  the 
constitutional  law  of  a  substantial  number  of  states,  the  standards 
of  substantive  economic  due  process  review  employed  by  the  North 
Carolina  Supreme  Court  have  long  been  out  of  favor. 

In  its  modern  decisions,  the  United  States  Supreme 
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Court  has  turned  away  due  process  challenges  to  economic  regula- 
tion with  a  broad  "hands  off"  approach.72   Similarly,  federal 
equal  protection  challenges  in  the  field  of  economics  and 
commerce  have  been  met  with  "minimal  scrutiny  in  theory  and 
virtually  none  in  fact."73   Thus,  there  is  nothing  in  the 
recent  decisions  of  the  Supreme  Court  to  indicate  that  it 
would  find  the  type  of  proposal  discussed  in  this  section 
violative  of  any  federal  constitutional  guarantees.     The 
existence  of  facts  supporting  the  legislative  judgment  would 
be  presumed,  and  the  enactment  would  likely  be  upheld  as 
bearing  a  rational  relation  to  a  constitutionally  permissible 

end.75 

On  the  other  hand,  the  reign  of  substantive 

economic  due  process  continues  to  have  vitality  in  many  state 
courts,  on  the  authority  of  their  state  constitutions. 7°   While 
there  have  been  several  appraisals  over  the  years  as  to  how 
many  states  were  charting  a  course  independent  of  the  inter- 
pretation of  the  federal  due  process  clause  in  the  economic 
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field,  none  has  taken  place  in  the  past  ten  years.    There 

is  some  evidence  that  the  more  recent  are  no  longer  resisting  the 
drift  away  from  judicial  re-examination  of  the  wisdom  of  economic 
legislation.7^  Thus,  there  is  a  need  for  the  proponents  of  the 
mechanism  discussed  in  this  section  to  be  aware  of  the  sub- 
stantive due  process  problem  it  would  have  in  some  states  like 
North  Carolina.   But,  in  at  least  a  substantial  number  of  states, 
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there  would  be  no  likelihood  of  this  legislation  being  struck 
down  on  state  constitutional  grounds. 

IV. 

The  Proposed  Remedy 

Assuming  the  Massachusetts  and  Connecticut  bills 
would  be  constitutionally  upheld,  the  question  arises  as  to 
whether  they  should  create  a  mechanism  which  would  be  self- 
supporting.   This  question  is  one  which  involves  political  and 
social,  as  well  as  legal  and  economic,  considerations.   If 
assigned  risk  plans  are  to  be  a  mechanism  to  maximize  the  avail- 
ability of  insurance  at  "affordable"  rates,  however,  it  appears 
that  some  form  of  subsidy — from  either  the  voluntary  market 
or  the  government — is   necessary.   Everything  indicates  that 
this  is  as  true  with  products  liability  as  with  automobile 
insurance . 

Eligibility  requirements  are  a  second  key  con- 
sideration in  the  establishment  of  any  residual  market  mechanism 
and,  in  the  case  of  products  liability  insurance  as  well,  a 
determination  would  have  to  be  made  as  to  who  should  be  able 
to  get  insurance,  and  what  kind  of  objective  criteria  should 
govern  accessibility.   Clearly,  there  should  be  a  mechanism 
whereby  truly  dangerous  products  could  be,  to  some  extent,  kept 
out  of  commerce  in  the  same  way  that  habitually  drunken  drivers 
are  kept  off  the  highways. 

Further  concern  focuses  on  the  fact  that,  in  many 
states,  assigned  risk  rates  are  very  high,  plan  eligibility  requires 
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prompt  premium  payment,  and  there  is  no  provision  at  all  for 
premium  financing.   There  appears,  however,  to  be  a  modest 
movement  toward  making  provision  for  premium  financing  in 
automobile  assigned  risk  plans.79   If  it  became  necessary,  there 
seems  to  be  no  reason  why  this  could  not  also  be  instituted  as 
part  of  a  products  liability  assigned  risk  plan.   Of  course,  the 
problems  an  individual  driver  has  in  paying  his  premium  at  the 
beginning  of  the  insurance  year  may  have  no  relevance  to  the 
problem  of  a  manufacturer  which  may  have  a  line  of  credit  and 
can,  in  that  way,  finance  its  premium  against  its  expected 
profits.   Premium  financing  may,  therefore,  have  far  less  of  an 
effect  on  products  liability  insurance  availability  than  it  has 
on  access  to  automobile  insurance. 

With  respect  to  a  products  liability  assigned  risk 
plan,  the  basic  coverage  limits  set  would  also  have  to  be  within 
the  financial  capacity  of  the  included  insurers,  and  it  may  be 
assumed  that  these  limits  would  not  be  adequate  for  some  manu- 
facturers.  To  be  workable,  any  provision  for  coverage  in  excess 
of  these  limits  would  therefore  have  to  be  combined  with  a 
provison  for  the  reinsurance  of  these  risks,  such  as  is  provided 
in  the  Michigan  automobile  scheme.   It  is  certainly  doubtful 
whether  there  could  ever  be  a  high-risk  market  in  the  area  of 
this  problem,  especially  since  the  large  coverage  limits  involved 
in  this  type  of  insurance  greatly  reduce  the  number  of  insurers 
who  are  financially  able  to  underwrite  the  line.   Even  with 
an  enormous  premium  flow,  a  high  risk  products 


68 


liability  insurer  would  have  to  have  the  financial  capability 
to  pay  a  great  number  of  very  large  products  liability 
personal  injury  claims  in  any  one  year. 

Thus,  any  potential  conflict  between  a  reinsurance 
mechanism  and  a  high  risk  market's  viability,  such  as  has 
existed  in  automobile  insurance,  can  largely  be  ignored  in  the 
products  liability  context.   Moreover,  the  desirability  of 
supporting  the  continued  existence  of  such  a  market  in  any 

line  of  insurance  is  questionable,  since  past  experience 

8  0 
indicates  a  high  incidence  of  insolvencies  in  such  companies. 

Thus,  the  continued  existence  of  such  a  market  should  not  be 

regarded  as  so  desirable  as  to  be  an  obstacle  to  provisions 

for  excess  coverage  limits  in  a  products  liability  assigned  risk 

plan. 

Even  assuming  that  all  of  these  mechanical  details 

can  be  resolved,  however,  there  is  still  a  question  as  to  the 

desirability  of  using  assigned  risk  plans  to  solve  the  present 

product  liability  problem.   This  is  because  of  the  great 

variety  of  products  which  are  at  the  center  of  the  crisis  and 

the  resulting  variety  of  risks  which  must  be  insured  against. 

This  same  basis  was  cited  by  those  who  opposed  using  an 

assigned  risk  plan  to  address  the  property  insurance  crisis 

of  the  1960's.     Even  within  one  industry,  volumes  of  sales  may 

be  largely  disparate,  geographical  distribution  of  products 

may  vary  widely,  and  product  designs  may  differ  in  important 

respects.   Another  consideration  is  the  present,  well-publicized 

"tail"  effect  of  products  liability,  where  a  manufacturer  may  be 
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liable  for  products  manufactured  up  to  40  or  50  years  ago. 
Thus,  the  exposure  of  older  companies  is  more  than  newer  firms 
in  the  same  line.   It  seems  very  unlikely  that,  with  disparities 
like  this,  anything  resembling  apportionment  "reasonably  cal- 
culated to  distribute  fairly  the  risk  of  loss"  could  be 
implemented,  unless  the  tail  effect  were  drastically  curbed  by  the 

o  o 

adoption  of  a  new,  strict  statute  of  limitations. 

The  inevitable  result  of  this  problem  is  that 
insurers  will  opt  out  of  the  assigned  risk  plan.   It  must  be 
recalled  that  products  liability  is  an  area  with  a  rapidly 
rising  incidence  of  litigation  and  soaring  amounts  of  recovery. 
It  is  reasonable  to  assume,  therefore,  that  insurers  would,  if 
given  a  choice,  be  eager  to  drop  this  particular  line  of  insurance, 
which  is  frequently  a  modest  portion  of  their  underwriting,  rather 
than  participate  in  an  assigned  risk  plan.   Therefore,  as  in  the 
case  of  North  Carolina's  Health  Care  Liability  Reinsurance 
Exchange  and  the  proposed  Massachusetts  and  Connecticut  bills  for 
products  liability  insurance  placement  facilities,  any  legislature 
establishing  an  assigned  risk  plan  for  products  liability  insurance 
would  likely  prefer  to  compel  participation  by  all  insurers 
writing  any  general  liability  and  casualty  insurance  in  the 
state,  and  not  just  those  writing  the  particular  line  of  products 
liability  insurance. 
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NOTES 


1.  The  statutory  foundation  for  this  facility  is  contained  in  Mich.  Stats. 
Ann.  §§  24.13301  et  seq.  (1972). 

2.  Mass.  H.  B.  4350  (1976);  Conn.  Raised  Committee  Bill  No.  5827  (1976). 

3.  A.  Larson,  Workmen's  Compensation  Law  §  92.53  at  508.92  (1976). 

4.  E.g. ,  Ark.  Stat.  Ann.  §  81-1309(b)  &  (e)  (1960);  Ind.  Stats.  Ann.  27-7-2-29 
(Burns  1975);  Mass.  Gen.  Laws  Ann,  ch.  152,  §§  65A,  65C  (1958);  Minn.  Stats. 

Ann.  §§  79.24-79.25  (1968);  N.C.  Gen.  Stat.  §  97-103  (Michie  1972);  Wis.  Stat. 
Ann.  §  205.30  (1957).   For  a  detailed  discussion  of  the  experience  in  auto- 
mobile liability  insurance  with  assigned  risk  plans,  with  extensive  charts 
and  tables  of  loss  and  premium  experience,  see  the  materials  cited  in  the 
notes. 

5.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  Report  of  the  Division 
of  Industry  Analysis,  Bureau  of  Economics,  Federal  Trade  Commission,  to  the 
Department  of  Transportation,  32  (May  1970) . 

6.  Lee  et  a_l .  ,  "The  North  Carolina  Plan:   Blueprint  for  an  Automobile  Reinsurance 
Facility,"  1973  Ins.  L.  J.  559,  560. 

7.  Full  Insurance  Availability,  Report  of  the  Federal  Insurance  Administration, 
42  (Sept.  1974) .   "Open  competition"  rating  laws  allow  rates  to  be  set  by 
marketplace  competition  between  insurers  for  insureds.   "Prior  approval" 
laws  require  that  the  insurer  receive  approval  of  a  specific  rate  before 
offering  it  to  the  public.   It  would  be  expected  that  an  "open  competition" 
state,  where  any  insurer  anxious  for  business  could  more  easily  compete  with 
the  assigned  risk  plan  for  marginal  risks,  would  have  a  smaller  percentage 
of  insureds  in  the  assigned  risk  plan. 

8.  D.  F.  Reinmuth  et  al. ,  A  Study  of  Assigned  Risk  Plans,  Report  of  the  Division 
of  Industry  Analysis,  Bureau  of  Economics,  Federal  Trade  Commission,  to  the 
Department  of  Transportation,  18  (Aug.  1970).   "Net  direct  premium"  measures 
the  total  dollar  volume  of  premiums.   "Net  written  car  years"  measures  the 
number  of  cars,  on  a  yearly  basis,  that  the  insurer  is  covering.   Using  a 
"net  direct  premium"  method  inflates  the  proportion  of  the  market  credited 

to  an  insurer  who  is  already  carrying  high  risks,  which  pay  higher  premiums. 
"Net  written  car  years"  more  equally  distributes  the  number  of  cars  in  the 
pool  but  may  not  reflect  the  financial  reality  of  who  has  the  high  premium 
flow  to  carry  a  certain  number  of  assigned  risks. 

9.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  supra  note  5,  at  39. 

10.  Id.  at  46. 

11.  Full  Insurance  Availability,  supra  note  7,  at  41. 

12.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  supra  note  5,  at  48 

13.  Full  Insurance  Availability,  supra  note  2,  at  46. 

14.  Supra  note  1. 

15.  Mich.  Stats.  Ann.  §  24.13303(a)  (1972). 

16.  Id^  §  24.13320(1) (b) . 

17.  IcU  §  24.13350  (e)  . 

18.  Id.  §  24.13355(a)  &  (b)  . 

19.  Id.  §  24.13350(a) . 
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20.  But  see  infra  note  74. 

21.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  supra  note  5,  at  39. 

22.  Id.  at  49. 

23.  Id.  at  50. 

24.  Icl.  at  49.   See  also  Reinmuth,  supra  note  8,  at  30-31. 

25.  See,  e.g. ,  N.Y.  Ins.  Law  §  63(2),  (2-a)  (McKinney's,  as  amended  1969). 

26.  Reinmuth,  supra  note  8,  at  31. 

27.  Mich.  Stats.  Ann.  §  24.13350(e)  (1972). 

28.  Reinmuth,  supra  note  8,  at  36. 

29.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  supra  note  5,  at  49. 

30.  Id.   The  most  common  effective  date  of  binding  coverage  as  of  1970  was  two 
working  days  following  the  application.   Reinmuth,  supra  note  8,  at  26. 

31.  Lee  et  a^L. ,  "Residual  Markets  in  Automobile  Insurance:   A  Comparative  Analysis,' 
1975  Ins.  L.  J.  143,  144. 

32.  Id. 

33.  Id.  at  148-49. 

34.  Under  this  system  all  of  the  Class  2  premiums  written  by  a  company  can  be 
credited  against  its  quota.   Reinmuth,  supra  note  8,  at  20.   It  is  difficult 
to  evaluate  the  effectiveness  of  such  credit  provisions,  since  other  vari- 
ables also  affect  plan  populations,  but  it  seems  certain  that  they  have 
lowered  the  number  of  under-age-25  risks  in  various  plans.   Id. 

35.  Id.,  at  16.   The  Association  of  Automobile  Insurance  Plans,  with  a  Regional 
Service  Center  in  New  York  City,  covered  Connecticut,  Delaware,  Maine, 

New  Hampshire,  New  Jersey,  New  York,  Pennsylvania,  Rhode  Island,  Vermont  and 
West  Virginia.   The  Western  Association  of  Automobile  Insurance  Plans,  with  a 
Regional  Service  Center  in  San  Francisco,  covered  Arizona,  California, 
Hawaii,  Colorado,  Idaho,  Montana,  Nevada,  New  Mexico,  Oregon,  Utah,  Washington, 
Alaska  and  Wyoming.   The  Midwest  Association,  with  a  Regional  Service  Center  in 
Minneapolis,  Minnesota,  covered  Minnesota,  North  Dakota  and  South  Dakota.   The 
Southern  Association,  with  a  Regional  Service  Center  in  Raleigh,  North 
Carolina,  covered  North  Carolina,  Mississippi,  Alabama,  Georgia  and  Tennessee. 
A  few  of  these  states,  including  Hawaii,  North  Carolina  and  New  Hampshire, 
have  since  replaced  their  assigned  risk  plans  with  other  forms  of  residual 
market  plans. 

36.  341  U.S.  105  (1951) . 

37.  341  U.S.  at  109-11   (citations  omitted).   The  Court's  reference  was  to  Osborn 
v.  Ozlin,  310  U.S.  53  (1940). 

38.  But  see  Hartford  Accident  &  Indemnity  Co.  v.  Ingram,  infra  note  56. 

39.  See  supra  note  2. 

40.  M.G.L.A.  c.  175C  (1972). 

41.  M.G.L.A.  c.  175A,  §  5A  (Cum.  Supp.  1976,  edit.  note). 
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42.  Telephone  conversation  with  Vincent  Murray,  Member,  Massachusetts 
Insurance  Committee,  September  29,  1976. 

43.  Id. 

44.  Id. 

45.  Id. 

46.  See  the  discussion  of  FAIR  plans  in  this  report  under  "Federal  Reinsurance." 

47.  "Eligible  applicant"  is  defined  in  §  1  as  "any  corporation,  company  or  person 
involved  in  the  manufacture,  sale,  or  distribution  of  products." 

48.  12  U.S.C.A.  §§  1749bbb. 

49.  Hearings  Before  the  President's  National  Advisory  Panel  on  Insurance  in 
Riot  Affected  Areas,  75  (Nov.  8  &  9,  1967).   (Comments  of  David  Dykhouse, 
Insurance  Commissioner  of  Michigan) . 

50.  Consumer  Products  Safety  Act,  15  U.S.C.A.  §  2051  et  seq. ;  Flammable  Fabrics 
Act,  15  U.S.C.A.  §  1191  et  seq. ;  Federal  Hazardous  Substances  Act,  15  U.S.C.A. 
§  1261  et  seq. ;  Poison  Prevention  Packaging  Act,  15  U.S.C.A.  §  1471  et  seq . ; 
Household  Refrigerator  Safety  Act,  15  U.S.C.A.  §  1211  et  seq. 

51.  12  U.S.C.A.  §§  1749bbb-7  to  1749bbb-10.   Under  12  U.S.C.A.  §  1749bbb-9,  states 
are  requires  to  reimburse  the  Secretary  of  the  United  States  Department  of 
Housing  and  Urban  Development  for  amounts  paid  by  him  for  reinsured  losses  in 
the  state.   Under  the  Massachusetts  FAIR  plan,  M.G.L. A.  c.  175c  §  8,  the 
insurance  commissioner  is  authorized  to  assess  each  insurance  company  in  an 
amount,  in  the  proportion  that  the  premiums  earned  by  it  in  the  state  during 
the  preceding  year  in  those  lines  of  insurance  eligible  for  reinsurance  by 
the  Secretary  bear  to  the  aggregate  premiums  earned  in  the  state  during  the 
preceding  year  by  all  such  companies  on  such  lines,  sufficient  to  reimburse 
the  Secretary  under  the  federal  act.   Thus,  under  the  FAIR  plan,  the  risk  of 
loss  is  distributed  among  all  insurers  by  means  of  reinsurance  and  an 
equitable  assessment. 

52.  The  proposal  does  authorize  the  establishment  of  a  joint  underwriting  and 
reinsurance  association  in  the  event  many  applicants  cannot  procure  coverage 
through  the  facility.   Perhaps  it  would  be  wiser  simply  to  establish  such  an 
association  at  the  outset,  or  to  provide  for  state  or  federal  reinsurance 
for  facility-paced  risks. 

53.  If  a  joint  underwriting  association  will  eventually  be  needed  to  insure 

the  facility's  residue,  perhaps  it  would  be  better  to  begin  with  one  associa- 
tion to  insure  all  residual  risks.   If  product  safety  and  inspection  are 
desired,  perhaps  these  goals  could  be  better  accomplished  through  separate, 
consumer  safety  legislation  rather  than  insurance  legislation.   With  no  present 
state  product  safety  standards  as  guidelines,  the  feasibility  of  product 
inspection  as  an  eligibility  requirement  is  certainly  questionable. 

54.  In  fact,  if  a  placement  or  assigned  risk  facility,  under  which  each  insurer 
would  be  responsible  only  for  the  risks  distributed  to  it,  is  determined 

to  be  the  most  desirable  method  of  apportionment,  all  of  the  provisions  of 
the  Michigan  Automobile  Insurance  Placement  Facility,  supra  note  1, 
which  were  aimed  specifically  at  remedying  past  deficiencies  in  assigned 
risk  programs,  should,  at  least,  be  considered,  even  if  they  eventually 
prove  unworkable  in  the  products  liability  context. 

55.  Supra  note  36. 

56.  226  S.E.2d  498  (N.C.  1976). 

57.  N.C.  Gen.  Stats.  Ann.  §§  58-173.34  et   seq.   (1975). 

58.  226  S.E.2d  at  502. 

59.  Id.  at  503. 

60.  "Eligible  risk"  was  defined  as  any  person  who  is  a  resident  of  the  state  and 
holds  a  valid  license  to  practice  a  given  health  care  profession  in  the  state.  Id. 
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61.  "Cession"  was  defined  as  the  act  of  transferring  the  profit  or  loss  of  an 
otherwise  unacceptable  business  from  the  individual  insurer  to  all 
insurers  through  the  Exchange,  so  that  losses  from  undesired  risks  would 
be  pooled  in  the  Exchange  and  shared  equitably  among  all  its  members. 

Id.  at  502-03. 

62.  Id.  at  504. 

63.  Supra  note  36. 

64.  226  S.E.2d  at  504. 

65.  Id. 

66.  Id.  at  505. 

67.  Id.  at  506. 

68.  Id. 

69.  N.C.  Gen.  Stat.  Ann.  §  58-173.37(6). 

70.  226  S.E.2d  at  506. 

71.  Id.  at  507. 

72.  See,  e.g.,  Ferguson  v.  Skrupa,  372  U.S.  726  (1963);  Williamson  v.  Lee  Optical 
Co. ,  348  U.S.  483  (1955);  Day-Brite  Lighting,  Inc.  v.  Missouri,  342  U.S.  421 
(1952);  United  States  v.  Carolene  Products  Co.,  304  U.S.  144  (1938);  McCloskey, 
"Economic  Due  Process  and  the  Supreme  Court:   An  Exhumation  and  Reburial," 
1962  Sup.  Ct.  Rev.  34. 

73.  Gunther,  "Forward:   In  Search  of  Evolving  Doctrine  on  a  Changing  Court:   A 
Model  for  a  Newer  Equal  Protection,"  86  Harv.  L.  Rev.  1,  8  (1972).   The 
one  exceptional  case  is  Morey  v.  Doud,  354  U.S.  457  (1957). 

74.  It  is  worth  noting  here  that  all  of  the  U.S.  Supreme  Court  cases  cited  by 

the  Ingram  court  are  easily  distinguishable.   Terral  v.  Burke  Construction  Co. , 
257  U.S.  529  (1922),  for  example,  is  still  good  law  in  terms  of  its  holding 
that  a  state  may  not,  as  a  condition  to  its  issuance  of  a  license,  exact 
from  the  licensee  a  waiver  of  his  right  to  exercise  a  federal  constitutional 
right.   However,  since  a  federal  constitutional  right  to  engage  in  the  business 
of  insurance  has  never  been  recognized,  this  case  seems  inapposite  here. 

Pennsylvania  Coal  Co.  v.  Mahon,  260  U.S.  393  (1922),  stands  for  the  general 
rule  that  "while  property  may  be  regulated  to  a  certain  extent,  if  regulation 
goes  too  far  it  will  be  recognized  as  a  taking."   This  case  also  seems 
inapposite  to  the  issues  in  Ingram,  since  there  was  no  argument  raised  about 
whether  North  Carolina  was  "taking"  the  insurance  companies'  property  without 
just  compensation.   Since  Ferguson  v.  Skrupa  and  Williamson  v.  Lee  Optical 
Co. ,  both  supra  note  72,  each  upheld  state  regulatory  laws  prohibiting  certain 
businesses  altogether,  it  is  difficult  to  see  why  a  state's  regulatory 
laws  prohibiting  insurance  companies  from  engaging  in  business  unless  they 
participated  in  a  state  program  would  not  also  be  upheld  as  being  even 
further  from  what  could  be  called  a  "taking." 

The  third  federal  case  cited  in  Ingram  is  Frost  &  Frost  Trucking  Co.  v. 
Railroad  Commission,  271  U.S.  583  (1926),  a  case  from  the  pre-1937  era  of 
Supreme  Court  activism  in  the  field  of  economic  due  process.   Although  the 
case  has  never  been  expressly  overruled,  it  would  appear  that  the  view  of 
the  dissenters,  Holmes  and  Brandeis,  J.J.,  has  prevailed  since  1937. 
To  quote  from  their  dissent: 
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Distinguishing  between  activities  that  may  be 

engaged  in  as  a  matter  of  right  and  those... 

that  are  carried  on  by  government  permission,  it 

is  said:   "In  the  latter  case  the  power  to  exclude 

altogether  generally  includes  the  lesser  power 

to  condition  and  may  justify  a  degree  of  regulation 

not  admissible  in  the  former." 

271  U.S.  at  602. 

See  Hetherington,  "State  Economic  Regulation  and  Substantive  Due  Process 
of  Law,"  53  Nw.  u.  L.  Rev.  13,  where  the  author  observed: 

Mr.  Justice  Holmes  forecast  the  present  substantive 
due  process  position  of  the  Supreme  Court  when  he 
said,  in  1927:   "The  truth  seems  to  me  to  be  that, 
subject  to  compensation  when  compensation  is  due,  the 
legislature  may  forbid  or  restrict  any  business  when  it 
has  a  sufficient  force  of  public  opinion  behind  it. 
Tyson  &  Brother  v.  Banton,  273  U.S.  418,  446  (1927) 
(dissenting  opinion) . 

53  Nw.  U.  L.  Rev,  at  32,  n.  87.   Since  the  insurance  business  is  clearly  a 
regulated  industry  anyway  and  may  be  carried  on  only  by  government  permission, 
the  type  of  statute  struck  down  in  Ingram  could  probably  withstand  con- 
stitutional attack  in  any  federal  court  today. 

75.  United  States  v.  Carolene  Products  Co. ,  supra  note  72. 

76.  Nearly  all  of  the  states  have  a  constitutional  provision  comparable  to  the 
federal  due  process  clause.   Paulsen,  "The  Persistence  of  Substantive  Due 
Process  in  the  States,"  34  Minn.  L.  Rev.  91,  93  n.  10  (1950).   In  interpreting 
such  a  provision,  a  state  supreme  court  is  free  to  afford  a  general  degree  of 
economic,  political  or  civil  liberty  based  on  the  state  constitution  than 
does  the  U.S.  Supreme  Court  in  its  interpretation  of  the  U.S.  Constitution. 
"[T]his  is  one  of  the  few  powers  left  to  States  to  decide  for  themselves 
regardless  of  what  the  Supreme  Court  of  the  United  States  may  or  may  not 

have  decided."   Cox  v.  General  Electric  Co. ,  211  Ga.  286,  291,  85  S.E.2d 
514,  519  (1955).   Compare  Boomer  v.  Olsen,  143  Neb.  579,  10  N.W.2d  507 
(1943)  with  Olsen  v.  Nebraska,  313  U.S.  236  (1941). 

However,  in  many  state  courts,  judges  often  treat  state  and  federal  con- 
stitutions as  if  they  were  interchangeable.   Some  have  even  adopted  a  principle 
of  construction  that  requires  them  to  treat  decisions  interpreting  the  federal 
constitution  as  dispositive  when  considering  counterpart  provisions  of  their 
state  charters.   Mazor,  "Notes  on  a  Bill  of  Rights  in  a  State  Constitution," 
1966  Utah  L.  Rev.  326.   Based  on  the  analysis  of  the  federal  decisions  above, 
it  should  be  clear  that  the  remedy  discussed  in  this  section  would  survive 
state  constitutional  attack  in  any  state  adopting  this  principle  of 
construction . 

77.  Note,  "Counterrevolution  in  State  Constitutional  Law,"  15  Stan.  L.  Rev. 
309  (1963);  Hetherington,  "State  Economic  Regulation  and  Substantive 
Due  Process  of  Law,"  53  Nw.  U.  L.  Rev.  226  (1958);  Comment,  "Substantive 
Due  Process  in  the  States  Revisited,"  18  Ohio  St.  L.  J.  384  (1957);  Paulsen, 
"The  Persistence  of  Substantive  Due  Process  in  the  States,"  34  Minn.  L.  Rev. 
91  (1950). 

78.  Decisions  indicating  that  a  substantial  number  of  states  have  adopted  the 
"hands  off"  approach  to  claims  of  substantive  economic  due  process  include: 
Wilke  &  Holzheiser,  Inc.  v.  Department  of  Alcoholic  Beverage  Control,  65  Cal.  2d 
34~9,  55  Cal.  Rptr.  23,  420  P. 2d  735  (1966);  Manzanares  v.  Bell,  214  Kan.  589, 
522  P. 2d  1291  (1974);  Pinnick  v.  Cleary,  360  Mass.  1,  271  N.E.2d  592  (1971); 
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Federal  Distillers,  Inc.  v.  State,  229  N.W.2d  144  (Minn.  1975);  Safeway 
Stores,  Inc.  v.  Nebraska  Liquor  Control  Commission,  179  Neb.  817,  140  N.W.2d 
668  (1966);  Granite  State  Grocers  Association  v.  State  Liquor  Commission, 
112  N.H.  62,  289  A. 2d  399  (1972);  Grand  Union  Co.  v.  Sills,  43  N.J.  390, 
204  A. 2d  853  (1964);  McKesson  &  Robbins  v.  Government  Employees  Department 
Store,  Inc.,  211  Tenn.  494,  365  S.W.2d  890  (1963);  Anchor  Hocking  Glass  Corp.  v. 
Barber,  118  Vt.  206,  105  A. 2d  271  (1954). 

Decisions  frequently  cited  as  showing  the  persistence  of  substantive  economic 
due  process  in  the  states  include:  Bulova  Watch  Co.  v.  Zale  Jewelry  Co., 
274  Ala.  270,  147  So.  2d  797  (1962);  Union  Carbide  &  Carbon  Corp.  v.  White 
River  Distributors,  224  Ark.  558,  274  S.W.2d  455  (1955);  Edwards  v.  State  Board 
of  Barber  Examiners,  72  Ariz.  108,  231  P. 2d  450  (1951);  Olin  Mathieson  Chemical 
Corp.  v.  Francis,  134  Colo.  160,  301  P. 2d  139  (1956);  Stadnik  v.  Shell's  City, 
Inc.,  140  So.  2d  871  (Fla.  1962);  Cox  v.  General  Electric  Co.,  211  Ga.  286,  85 
S.E.2d  514  (1955);  Heimgaertner  v.  Benjamin  Electric  Co.,  6  111.  2d  152,  128 
N.E.2d  691  (1955);  General  Electric  Co.  v.  American  Buyers  Corp.,  316  S.W.2d 
3  54  (Ky.  19  58) ;  Shakespeare  Co.  v.  Lippmann's  Tool  Shop  Sporting  Goods  Co. , 
334  Mich.  109,  54  N.W.2d  268  (1952);  State  v.  Gleason,  128  Mont.  485,  277  P. 2d 
530  (1954);  State  v.  Ballance,  229  N.C.  764,  51  S.E.2d  731  (1949);  Fairmont 
Foods  Co.  v.  Burgum,  81  N.W.2d  639  (N.D.  1957);  Union  Carbide  &  Carbon  Corp.  v. 
Bargain  Fair,  Inc. ,  167  Ohio  St.  182,  147  N.E.2d  481  (1958);  American  Home 
Products  Corp.  v.  Homsey,  361  P. 2d  297  (Okla.  1961);  General  Electric  Co.  v. 
Wahle,  207  Ore.  302,  296  P. 2d  635  (1956);  Pennsylvania  State  Board  of  Pharmacy 
v.  Pastor,  441  Pa.  191,  272  A. 2d  487  (1971);  State  v.  Guyette,  81  R.I.  281, 
102  A. 2d  446  (1954);  Rogers-Kent  Inc.  v.  General  Electric  Co.,  231  S.C.  636, 
99  S.E.2d  665  (1957);  General  Electric  Co.  v.  A.  Dandy  Appliance  Co.,  143  W.  Va . 
491,  103  S.E.2d  310  (1958);  Bulova  Watch  Co.  v.  Zale  Jewelry  Co.,  371  P. 2d 
409  (Wyo.  1962). 

79.  Insurance  Accessibility  for  the  Hard-to-Place  Driver,  supra  note  5,  at  50. 

80.  From  1962  to  1968,  for  example,  73  high-risk  automobile  companies  went  into 
receivership,  leaving  policyholders  and  third  party  claimants  without 
effective  recourse.   Note,  "Automobile  Insurance  —  Cancellations  and 
Refusals  to  Renew  —  The  Legislative  Response,"  9  B.C.  Ind.  &  Com.  L.  Rev. 
998,  1002  (1968). 

81.  In  testimony  before  the  Presidents'  National  Advisory  Board  on  Insurance 
in  Riot-Affected  Areas,  David  Dykhouse,  the  Insurance  Commissioner  of 
Michigan,  proposed  as  a  solution  a  reinsurance  pool,  made  up  of  all  insurers 
participating  on  a  premium-written  basis,  to  provide  property  insurance 

(fire  and  extended  coverage)  to  risks  meeting  certain  prescribed  standards 
but  unable  to  obtain  such  insurance  in  the  voluntary  market.   Hearings  Before 
the  President's  National  Advisory  Panel  on  Insurance  in  Riot-Affected  Areas 
at  75  (Nov.  8  &  9 ,  1967) .   In  response  to  a  question  by  a  panel  member  concern- 
ing  other  proposals  of  a  pure  assigned  risk  method  of  risk  apportionment,  Mr. 
Dykhouse  discussed  the  inapplicability  of  this  method  to  the  property 
insurance  context: 

MR.  DYKHOUSE:  ...  The  problem  with  a  forced 
input  out  of  the  urban  inspection  plan  into 
individual  companies  is  obvious.   That  falls 
promiscuously  then  on  whatever  company  happened 
to  receive  the  application  with  almost  no  re- 
lation to  that  particular  company's  financial 
ability  to  take  the  risk. 

Now,  you  don't  improve  the  situation  by  having 
me  strong-arming.   The  only  way  that  you  can 
really  effectively,  it  seems  to  me,  is  deal 
with  property  insurance  in  the  aggregate  or  a 
pooling  arrangement  where  you  are  participating 
on  a  premiums  written  basis  or  some  other  basis 
that  measures  your  financial  capacity. 
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Now,  in  the  absence  of  that,  you  try  to  analogize 
I  think  wrongly  —  I  am  not  saying  that  you  do,  but 
many  do  —  property  assigned  risk  plans  and  auto 
assigned  risk  plans.   You  can't  have  a  property 
assigned  risk  plan  and  in  effect  force  companies, 
whoever  applies,  to  take  a  risk  meeting  certain 
standards  cut  of  the  inspection  plan.   It  would  have 
all  the  bad  effects  of  an  automobile  assigned  risk 
plan  type  concept. 

Now,  do  you  understand  the  difference?   I  think 
maybe  most  of  the  Panel  does,  but  just  to  explain 
it,  under  auto  assigned  risk,  you  have  got  homo- 
geneous units  and  you  can  assign  these  around  to  the 
companies  on  the  basis  of  premium  buying  with  no 
problem.   On  property  insurance,  one  guy  may  come 
in  with  a  bowling  alley  and  the  next  guy  comes  in 
with  just  a  house,  and  there  is  no  way  you  can  assign 
it  on  an  individual  basis. 

MR.  ROBERTS:   One  previous  Commissioner  testified 
he  though  this  was  working  well  in  his  state  and 
I  judge  they  were  juggling  this  in  relation  to  the 
capacity  of  particular  areas. 

MR.  DYKHOUSE:   Well,  that  gets  to  be  kind  of  a 
game.   I  am  not  sure  if  you  are  juggling  in  terms 
of  the  capacity  of  the  carriers  you  aren't  better  off 
with  a  system  that  does  that  automatically,  such 
as  compulsory  pool. 

Id.  at  80.   Similarly,  at  the  Annual  Meeting  of  Insurance  Brokers  Association 
of  California  on  January  24,  1967,  H.  Richard  Heilman,  the  President  of  the 
Insurance  Company  of  North  America,  in  an  address  entitled  "The  Urban  Market 
Problem,"  also  rejected  the  assigned  risk  method  of  apportionment  in  the 
property  insurance  context: 

This  idea  of  an  assigned  risk  plan  for  property 
insurance  originates  from  the  fact  that  assigned 
risk  plans  have  been  operating  for  many  years  in  the 
automobile  liability  and  workmen's  compensation 
fields.   At  first  glance  it  might  seem  sensible  to 
extend  the  assigned  risk  idea  to  embrace  difficult- 
to-place  fire  lines.   If  the  plan  is  used  for  some 
coverages,  why  not  for  others? 

Actually  there  is  no  analogy  between  the  auto- 
mobile liability  and  the  workmen's  compensation 
situation  and  the  fire  insurance  problem  we  are 
discussing,  and  in  no  instance  has  an  assigned 
risk  plan  been  adopted  for  property  insurance. 

The  automobile  liability  and  workmen's  compensa- 
tion plans  were  invented  by  the  insurance  industry 
and  entered  into  voluntarily  to  prevent  the  formation 
of  State  Insurance  Funds.   In  some  states,  of  course, 
these  efforts  did  not  prevent  workmen's  compensation 
funds.   Workmen's  compensation  insurance  is  required 
by  law  and  automobile  liability  insurance 
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is  virtually  required  under  financial  responsibility 
laws.   In  each  case  the  policyholder  is  required  to 
provide  protection  for  possible  injury  to  third 
parties.   It  is  established  public  policy  that  when 
the  state  requires  that  insurance  be  carried  it  has 
a  responsibility  to  see  that  an  insurance  market 
exists.   The  classic  means  for  guaranteeing  this 
market  has  been  for  the  state  to  establish  its 
own  insurance  fund.   The  assigned  risk  plans 
for  automobile  liability  and  workmen's  compen- 
sation were  devised  by  the  insurance  companies 
as  preferable  to  such  funds. 

These  automobile  assigned  risk  plans  apply  only 
to  coverages  and  limits  which  the  law  requires. 
Thus,  the  plans  do  not  apply  to  insurance  on  the 
automobile  itself  for  loss  by  fire,  theft  or 
collision.   There  is  no  law  requiring  a  property 
owner  to  insure  his  building,  nor  should  there 
be,  and  there  is  no  comparable  basis  for  a  property 
assigned  risk  plan. 

The  fundamental  weakness  in  a  compulsory  assigned 
risk  plan  for  property  insurance  is  the  very  fact 
of  compulsion.   The  problem  we  are  all  trying  to 
solve  is  a  shortage  of  market.   If  we  adopted 
a  plan  which  required  insurers  to  write  properties 
they  would  not  otherwise  underwrite  almost  certainly 
the  market  would  shrink  still  further  and  the  problem 
would  get  worse,  not  better. 

If  some  policyholders  were  permitted  by  law  to 

pay  less  than  they  should,  obviously  others  would 

have  to  pay  more.   The  careful  property  owner 

would  have  to  make  up  the  difference  —  an  uneconomic 

and  unfair  discrimination  now  prohibited  by  law. 

The  only  sound  solution  to  the  problem  is  one  which 
will  help  to  eliminate  the  cause  and  will  aim  at 
reducing  the  likelihood  of  loss.   An  assigned  risk 
plan  would  offer  no  incentive  for  property  improve- 
ment and  would  instead  remove  the  current  incentives. 
If  insurance  could  be  obtained  regardless  of  deficien- 
cies, the  situation  would  deteriorate,  not  improve. 
And  this  would  mean  not  only  more  loss  to  property, 
but,  what  is  much  worse,  more  loss  of  life  because  of 
fire  which  might  have  been  prevented. 

There  are  also  technical  reasons  why  a  property 
assigned  risk  plan  would  be  unsound.   For  example, 
if  property  risks  were  assigned  in  turn  to  different 
companies,  there  would  be  great  differences  in  the 
size  and  hazard  of  the  properties.   One  company 
would  get  a  dwelling  worth  $8,000  and  the  next  might 
be  forced  to  write  a  night  club  or  liquor  store  in 
an  amount  of  half  a  million  dollars.   And  under 
a  random  assignment  scheme  a  company  would  be 
exposed  to  concentrations  of  properties  adjoining 
each  other. 


Id.  at  216-17, 
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Aside  from  Mr.  Heilman's  misgivings  about  compelling  insurers 
to  write  property  insurance  for  undesirable  risks,  he  and  Mr. 
Dykhouse  agreed  that  an  assigned  risk  method  of  apportionment 
will  not  work  in  property  insurance  because,  as  Mr.  Dykhouse 
put  it,  "one  guy  may  come  in  with  a  bowling  alley  and  the 
next  guy  comes  in  with  just  a  house."   The  risks  are  not  homo- 
genous enough  for  an  equitable  distribution  to  be  easily  made. 
When  the  President's  Advisory  Panel  made  its  report,  based  on 
the  hearings  and  studies  done,  it  recommended  state  reinsurance 
pools  to  supplement  state  Fair  Access  to  Insurance  Requirements 
(FAIR)  plans,  and  not  an  assigned  risk  type  of  loss  or  risk 
apportionments . 

Any  plan  for  assigning  the  risks  in  this  manner  would  necessarily 
involve  a  certain  amount  of  "juggling."   If  this  is  going  to 
be  done  anyway,  perhaps  it  is  better  to  adopt  a  system  which  does 
it  automatically. 
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b.   Joint  Underwriting  Associations 
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JOINT  UNDERWRITING  ASSOCIATIONS 

I. 

Introduction 

Like  Assigned  Risk  Plans,  Joint  Underwriting  Associa- 
tions (JUA)  are  a  residual  insurance  market  mechanism  for  solving 
the  problems  of  insurance  unavailability  or  availability  only  at 
prohibitively  high  rates.   They  are  traditionally  and  most 
commonly  instituted  on  a  state  level.   Very  basically,  a  JUA  is 
an  organization  made  up  of  all  insurers  writing  certain  kinds  of 
insurance  in  a  state.   The  organization  is  created,  usually  by 
law,  to  underwrite,  either  exclusively  or  non-exclusively ,  a 
particular  line  of  insurance.   Each  member  insurer  is  required 
to  "participate"  in  the  operations  of  the  association,  by  bearing 
a  portion  of  the  operating  expenses  and  losses  sustained,  if 
any,  by  the  JUA.   The  association  annually  appoints,  from  a 
group  of  carriers  that  volunteer  to  act  as  distribution  agents, 
one  or  more  insurance  companies  to  be  its  marketing  representatives 
These  designated  companies,  called  "servicing  carriers,"  generally 
accept  applications  and  premiums  from  the  agents  authorized  to 
submit  the  applications,  perform  association  underwriting 
functions,  issue  policy  contracts,  and  pay  claims  arising  from 
JUA  insured  losses. 

If  a  risk  is  unable  to  obtain  insurance  through  the 
voluntary  market,  or  if  the  JUA  has  been  designated  the  exclusive 
market  for  the  particular  line  of  insurance,  application  for 
coverage  by  the  association  is  made  to  a  servicing  carrier 
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through  an  agent  or  broker.   If  the  applicant  meets  the  established 
standards  of  elibibility  and  owes  no  unpaid  premiums  from  prior 
insurance,  a  policy  of  insurance  is  issued  by  the  servicing 
carrier  on  behalf  of  the  association.   The  rating  schemes  for 
JUA's  may  vary,  depending  on  what  objectives  are  sought  to  be 
accomplished  by  the  plan,  and  whether  it  is  designed  to  be 
self-supporting  or,  alternatively,  subsidized  by  other  lines  of 
insurance. 

The  JUA  has  become  an  increasingly  popular  method 

of  dealing  with  the  residual  market  problem  in  such  areas 

1  .2 

as  automobile  insurance,   medical  malpractice   and  even  products 

3 
liability  insurance. 

JUA's  and  assigned  risk  plans  are  distinctly  different. 

JUA's  pool  premiums  to  spread  loss,  but  assigned  risk  plans  only 

pool  insureds  in  an  attempt  to  spread  risks  equitably  or 

randomly  throughout  the  private  insurance  industry.   Loss  itself 

is  not  spread  under  assigned  risk  plans.   In  viewing  JUA's  as 

a  remedy  to  the  products  liability  insurance  problem,  it  seems 

reasonable  first  to  compare  them  to  assigned  risk  plans.   As 

a  preliminary  matter,  it  is  clear  that  any  residual  market 

mechanism  in  the  products  liability  insurance  area,  including 

assigned  risk  pools  and  JUA's,  would  have  to  compel  participation 

by  all  insurers  writing  any  casualty  and  liability  insurance 

in  the  state,  and  not  only  those  presently  writing  in  the 
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particular  line  of  products  liability  insurance.   Otherwise 
there  would  be  no  guarantee  of  a  sufficiently  large  pool. 
JUA ' s  utilize  a  rather  distinctive  marketing  approach 
which  would  alleviate,  at  least,  some  of  the  problems  that 
would  exist  under  assigned  risk  plans.   First  of  all,  all  of 
the  JUA's  products  liability  business  would  be  written  by  the 
association  itself,  through  its  "servicing  carriers,"  rather 
than  being  distributed  among  an  entire  pool  of  casualty  and 
liability  insurers,  some  of  which  have  never  written  products 
policies  previously.   A  provision  for  appointment  of  one  or 
more  servicing  carriers  from  those  companies  volunteering 
to  take  part  in  the  underwriting  and  issuance  of  products 
policies  would  assure  that  the  underwriting  and  handling  of  the 
association's  business  were  being  performed  by  carriers  ex- 
perienced in  the  specialized  area  of  products  liability  insur- 
ance, and  would  thus  help  to  minimize  association  losses.   This 
centralization  of  products  liability  insurance  underwriting 
in  one  or  a  few  designated  carriers  seems  particularly  desirable 

in  light  of  the  difficulty  experienced  by  the  insurers  still 

5  .  .  . 

writing  voluntarily  in  the  area.    Also,  price  competition 

within  the  association,  among  servicing  carriers,  could  be 

prohibited  by  requiring  the  carriers  to  adhere  to  filed  rate 

standards . 
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II. 

Assessment 
The  JUA  appears  to  present  a  good  vehicle  for 
solving  the  availability  problem  in  products  liability- 
insurance.   Provisions  for  designated  "servicing  carriers" 
can  assure  that  association  business  is  underwritten  by 
experts  in  the  line,  and  thus  can  help  to  keep  losses 
at  a  minimum.   Provisions  for  recoupment  of  deficit  shares 
by  member  insurers,  whether  through  surcharges  on  policy- 
holders or  deducting  state  premium  taxes,  should  solve 

the  constitutional  problems  raised  by  Hartford  Accident  & 

6 
Indemnity  Co.  v.  Ingram  and  left  unsolved  by  the  assigned 

risk  method.   Furthermore,  the  NAIC  model  for  medical  mal- 
practice JUA's  provides  at  least  a  framework  for  the 
establishment  of  products  liability  JUA's  with  the  varying 
particulars  in  the  plans  adopted  by  many  states  demonstrating 
the  ability,  within  this  framework,  to  individualize  the 
operations  of  associations  to  conform  to  the  needs,  interests, 
and  prevalent  social  forces  in  various  jurisdictions.   The 
most  promising  system,  though  yet  virtually  untested, 
is  the  Florida  plan,  with  its  merger  of  JUA  and  self-insurance 
features.   Applied  to  the  products  liability  problem,  is 
provides  a  promising  remedy.* 


:See  note,  page  i. 
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III. 

Models 

A.   Constitutionality. 

Because  there  has  been  considerable  controversy 
as  to  the  constitutionality  of  assigned  risk  plans  and  JUA's, 
it  seems  important  to  investigate  the  problem  in  general  and, 
specifically,  as  it  relates  to  proposed  or  possible  products 
liability  JUA' s. 

One  important  distinction  to  note  between  assigned 
risk  plans  and  JUA's  is  the  use  of  servicing  carriers  in  JUA's. 
This,  in  itself,  is  a  large  step  toward  remedying  the  con- 
stitutional question.   To  the  extent  that  the  North  Carolina 
Supreme  Court  was  recently  concerned  that  small,  inexperienced 

carriers  would  be  forced  to  enter  and  underwrite  a  new 

7 
business  at  their  own  risk  and  expense,   the  concept  of 

servicing  carriers  in  JUA's  certainly  takes  a  step  toward 
remedying  the  constitutional  problems  which  arise  in  establish- 
ing a  residual  market  for  products  liability  insurance. 

The  North  Carolina  court  based  its  holding  that 
a  Health  Care  Liability  Reinsurance  Exchange  was  unconstitutional, 
not  only  on  the  ground  that  it  compelled  many  insurers  to 
underwrite  in  an  entirely  new  line  of  insurance  business,  but 
principally  on  the  ground  that  it  required  such  insurers  to 
share  in  the  losses  of  those  risks  involuntarily  underwritten 

g 

by  them  and  other  inexperienced  companies.    The  fact 
that  the  Act  contemplated  the  establishment  of  premium 
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rates  which  would  be  "reasonable"  and  "adequate"  and  sufficient 
to  yield  "a  fair  and  reasonable  underwriting  profit"  over  and 
above  "anticipated  losses"  and  "anticipated  expenses"  could 
not  save  it  from  invalidity,  since  past  experience  of  companies 
voluntarily  writing  medical  malpractice  insurance  had  shown 

losses  actually  incurred  to  be  much  greater  than  those  originally 

9 
anticipated.     Thus,  as  the  issue  was  discussed  in  the  analysis 

of  assigned  risks,  JUA  provisions  with  respect  to  insurer 

participation  in  deficits,  closely  tied  in  with  provisions 

for  premium  rating,  may  be  of  critical  importance  constitutionally. 

In  Florida's  automobile  JUA,  the  association,  through 

the  Automobile  Insurance  Plans  Service  Office,  files  a  set 

of  rules,  rates,  surcharges,  minimum  premiums  and  classifications, 

with  initial  rates  based  on  the  Insurance  Service  Office 

rate.    Rates  are  modifiable  over  time  to  accord  with  plan 

experience.   Nevertheless,  whatever  losses  are  experienced  by 

the  association  are  allocated  among  member  insurers  according 

to  the  risk  classification.   For  example,  each  member  company 

is  liable  for  that  proportion  of  private  passenger  non-fleet 

liability  experience,  that  its  respective  "voluntary  private 

passenger  liability  net  direct  written  car  years"  bears  to 

the  total  of  "voluntary  private  passenger  liability  net  direct 

written  car  years"  of  all  member  companies  in  the  state. 

Thus,  if  JUA  rates  prove  inadequate  to  cover  losses  incurred, 

those  losses  are  absorbed  by  the  member  insurers.   What  is 
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termed  a  loss  on  the  part  of  the  insurers,  however,  in  effect 

results  in  a  subsidy  of  the  residual  market,  to  an  extent, 

by  the  voluntary  automobile  market,  as  insurers  act  to 

redistribute  the  losses.   Such  a  subsidy  may  be  a  socially 

desirable  means  of  maintaining  "affordable"  rates  for  residual 

risks.   This  also  is  discussed  in  relation  to  assigned  risk 

plans . 

In  the  same  vein,  the  two  proposed  bills  in  Massachusetts 

and  Connecticut  which  would  authorize  the  establishment  of  a 

JUA  for  products  liability  insurance  provide,  in  pertinent 

part: 

All  members  of  the  association  shall  participate 
in  its  writing  expenses,  profits  and  losses 
in  the  proportion   that  the  premiums  written 
by  each  such  member  except  (premiums  for 
insurance  on  automobile  and  manufacturing  risks 
excluded  from  the  plan  and)  that  portion  of 
the  premiums  attributable  to  the  operation  of 
the  association  during  the  preceding  calendar 
year,  bear  to  the  aggregate  premiums 
written  in  the  commonwealth  by  all  members  of 
the  association.   Such  participation  by 
each  insurer  in  the  association  shall  be 
determined  annually  on  the  basis  of  such 
premiums  written  during  the  preceding  calendar 
year  as  disclosed  in  the  annual  statements 
and  other  reports  filed  by  the  insurer  with 
the  commissioner. 
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Thus,  under  these  proposals,  if  products  rates 
under  the  JUA  were  inadequate,  the  member  insurers,  which 
would  include  all  insurers  writing  liability  and  casualty 
insurance  in  the  state,  would  participate  in  the  losses, 
resulting  ultimately  in  a  subsidy  of  the  products  liability 
line  of  insurance  by  all  other  lines  of  casualty  and  liability 
insurance.   Aside  from  the  question  of  the  social  desirability 
of  such  a  subsidy,  there  is  also  the  question,  previously 
noted,  of  the  constitutionality  of  this  kind  of  loss  distribution 
in  this  particular  context.   The  parameters  of  this  constitutional 
question  are  not  entirely  clear. 

In  the  automobile  insurance  area,  it  is  well 
established  that  assigned  risk  plans,  under  which  insurers 

are  required  to  underwrite  and  bear  the  losses  of  certain 

13 
risks,  are  constitutional.     In  this  context,  however,  all 

insurers  required  to  be  in  a  plan  are  already  voluntarily  in 

the  automobile  insurance  business.   It  has  for  that  reason 

been  held  that  a  state,  under  its  power  to  regulate  the 

insurance  business,  can  require  companies,  as  a  condition  to 

voluntarily  selling  automobile  insurance  in  the  state,  to 

participate  in  an  assigned  risk  plan  within  that  business. 

On  the  other  hand,  a  products  liability  JUA  would  compel 

participation  by  all  insurers  writing  liability  and  casualty 

insurance  in  a  state,  whether  or  not  they  had  previously 

or  voluntarily  sold  products  liability  insurance.   To  the 


Ingram  court,  in  the  medical  malpractice  context,  this  was 

14 
a  crucial  distinction.     Thus,  even  with  the  use  of 

servicing  carriers,  a  products  liability  JUA  which  required 

all  member  insurers  to  participate  in  association  losses 

would  be  of  questionable  validity.   It  appears  that,  for  a 

plan  to  be  upheld  in  all  states/  some  assurance  would  have  to 

be  given  either  that  the  association  would  sustain  no  losses, 

or  that  any  losses  sustained  would  not  be  borne  by  the  member 

insurers . 

Many  of  the  JUA's  established  in  the  area  of  health 
care  liability  insurance  have  tried  to  give  some  assurances, 
and  thus  have  probably  solved  the  constitutional  problems  posed 
by  Ingram.   As  previously  noted,  over  20  states  have  passed 
legislation  authorizing  the  creation  of  JUA's  for  health  care 
liability  insurance.   Thus,  this  is  the  most  common  substantive 
response  to  the  medical  malpractice  insurance  crisis.   Since 
the  problems  posed  by  medical  malpractice  insurance  unavail- 
ability were  somewhat  similar  to  those  problems  now  being 
experienced  with  products  liability  insurance,  close  attention 
should  be  paid  to  the  legislation  of  these  20  or  more  states , 

The  foundation  of  much  of  this  legislation  appears 

to  be  a  model  JUA,  circulated  by  the  National  Association  of 

15 
Insurance  Commissioners.     While  following  the  same  basic  format, 
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enacted  JUA ' s  differ  in  their  details,  "a  result  of  the  state  to 
state  variation  in  political  forces,  perceived  needs,  and 
basic  circumstances."     Basically,  the  model  legislation  and 

its  enacted  progeny  authorize  the  establishment  of  a  temporary, 

17 
nonprofit  JUA,  usually  for  a  period  of  two  years.     Since 

the  JUA  legislation  is  often  combined  with  other  malpractice 

legislation,  such  as  screening  the  statute  of  limitations, 

the  legislative  intent  is  apparently  to  provide  an  interim 

solution  to  the  insurance  availability  problem,  until  these 

two  other  remedial  efforts  take  effect  and  allow  full  availability 

1 8 

on  a  voluntary  basis,  or  until  a  better  plan  is  devised. 

Under  the  authorizing  legislation,  the  medical  mal- 
practice JUA's  do  not  commence  underwriting  operations  until 
a  determination  is  made  by  the  state  commissioner  of  insurance, 

after  a  hearing,  that  insurance  is  not  available  for  that 

19 

class  of  risk  in  the  voluntary  market.     Once  a  determination 

is  made  that  insurance  is  not  "available,"  statutes  differ 

on  whether  or  not  the  JUA  is  to  be  the  exclusive  agency 

20 
through  which  medical  malpractice  insurance  may  be  written. 

Once  established,  the  JUA  is  given  the  power  to 

issue,  or  cause  to  be  issued,  insurance  policies  subject  to  limits 

as  specified  in  the  plan  of  operation,  in  most  cases  to  exceed 

$1  million  for  each  claimant  under  one  policy  and  $3  million  for 
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21 
all  claimants  under  one  policy  in  any  year.     The  model  also 

provides  that  a  plan  of  operation  for  the  association  be 

submitted  by  its  directors  for  review  by  the  commissioner  within 

45  days  of  its  creation. 

The  stated  purpose  of  the  malpractice  insurance 

JUA' s  is  to  provide  a  temporary  market  for  medical 

malpractice  insurance   on  a  self-supporting  basis  without 

subsidy  from  its  members.    To  that  end,  the  model  legislation 

establishes  a  three-stage  process.   First,  the  legislation  provides 

for  a  nonprofit  group  retrospective  rating  plan,  under  which 

the  final  premium  for  all  policyholders  as  a  group  will  be 

equal  to  the  association's  administrative  expenses,  loss  and 

loss  adjustment  expenses  and  taxes,  plus  a  reasonable  allowance 

22 

for  contingencies  and  servicing.     Since  the  association  is 

nonprofit,  policyholders  are  to  be  given  full  credit  for  all 
investment  income,  net  of  expenses  and  a  reasonable  management 
fee,  on  policyholder  supplied  funds.   This  nonprofit  aspect 
is,  of  course,  designed  to  reduce  premiums.   Second,  a 
stabilization  reserve  fund  is  created.   It  is  funded  by  levying 

on  each  policyholder  a  charge  equal  to  one-third  of  each 

23 
premium  payment  due  for  insurance  through  the  association. 

The  monies  collected  by  the  fund  are  to  be  held  in  trust, 
invested,  and  used  to  pay  off  the  group  retrospective  rating 
plan  charges.   If  all  fund  monies  are  exhausted  in  payment 
of  retrospective  premium  charges,  all  liability  of  the  policy- 
holders with  respect  to  those  charges  is  considered  terminated. 
If  any  fund  excess  exists  after  payment  of  the  charges,  it 
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24 
is  to  be  returned  to  the  policyholders.     Finally,  the 

legislation  provides  that,  if  the  stabilization  reserve  funds 

are  exhausted,  leaving  a  deficit,  the  Commissioner  of 

Insurance  is  to  authorize  member  insurers  of  the  association 

to  recoup  their  shares  of  the  deficit  by  one  of  two  procedures: 

(a)  applying  a  maximum  surcharge  of  two  percent  of  annual 

premiums  on  future  policies  affording  the  kinds  of  insurance 

which  form  the  basis  for  their  participation  in  the  association; 

or  (b)  deducting  their  share  of  the  deficit  from  past  or 

25 
future  premium  taxes  due  to  the  state. 

Thus,  although  member  insurers  of  the  association  must 

initially  share  in  any  deficit  "in  the  proportion  that  the  net 

direct  premiums  of  such  member  (excluding  that  portion  of 

premiums  attributable  to  the  operation  of  the  association) 

written  during  the  preceding  calendar  year  bears  to  the  aggregate 

net  direct  premiums  written  in  [the]  state  by  all  members  of  the 

association,"    and  although  members  may,  on  a  temporary  basis, 

be  required  to  contribute  "in  the  event  that  sufficient  funds 

are  not  available  for  the  sound  financial  operation  of  the 

27 
association,"    these  shares  and  contributions  may  be  recouped 

by  the  member  insurers  under  the  JUA  legislation.   The 

Commissioner  of  Insurance  may  authorize  recoupment,  either 

through  a  limited  surcharge  on  other  casualty  and  liability 

risks  written  by  the  insurer,  which  is,  in  effect,  an  authorized 

subsidy  of  the  medical  malpractice  line  (or  products  liability 

line)  by  other  lines  of  insurance,  or  through  a  deduction  from 
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past  or  future  premium  taxes,  which  is  a  subsidy  by  the  state  as 
a  whole.   Political  forces  will,  of  course,  dictate  what  method 
of  recoupment — including,  perhaps,  retrospective  assessments  or 
prospective  rate  increases — would  be  utilized. 

The  important  thing,  under  many  state  constitutions, 

is  that  the  member  insurers,  forced  to  participate  in  an  under- 

2  8 
writing  association,  would  not  ultimately  bear  the  loss.     These 

recoupment  provisions  distinguish  the  medical  malpractice  JUA's 
from  the  health  care  liability  reinsurance  exchange  struck  down 
in  Ingram  and  should  be  sufficient  to  guarantee  their  consti- 
tutionality.  It  seems  that  temporary  participation  in  associa- 
tion losses,  subject  to  full  recoupment,  would  not  be  held  to 
constitute  a  deprivation  of  property  without  due  process, 
either  in  the  medical  malpractice  or  products  liability  insurance 
area. 

Thus,  it  may  be  desirable  to  include  in  an  act  for  a 
products  liability  insurance  JUA   provisions  authorizing 
insurers  to  recoup  their  shares  of  the  deficit.   This  seems 
essential  to  insure  the  act's  constitutionality  under  several  state 
constitutions . 

B .   Intended  Duration 

JUA's  can  be  created  as  temporary  measures,  to  solve 
availability  problems  in  a  line  of  insurance,  or  as  permanent 
mechanisms  to  provide  ongoing  residual  market  coverage.   Therefore, 
it  must  be  decided  whether  a  JUA,  created  to  remedy  the  present 
products  liability  insurance  problem,  is  to  be  temporary  or  long- 
term  in  nature.   The  duration  of  the  program  affects  its  impact 
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on  the  present  crisis,  as  well  as  the  possibility  of  a  transition 
back  into  the  private  market. 

Most  of  the  medical  malpractice  insurance  statutes  auth- 
orized the  creation  of  JUA's  only  on  a  temporary  basis.   They  were 
often  created  for  two  years,  and  it  seems  clear  that  the 
legislatures  intended  them  only  as  interim  solutions  until  other 
remedial  measures  could  be  devised.   While  creating  a  forced 
association  of  products  liability  insurers  as  a  temporary  measure 
seems  desirable  in  some  aspects,  it  would  present  certain  short- 
term  disadvantages.   For  example,  unless  some  other  provision  is 

made,  the  temporary  nature  of  the  JUA  requires  that  policies  be 

29 
written  on  an  "occurrence,"  rather  than  a  "claims-made,"  basis. 

Under  an  "occurrence"  policy,  an  insurer  is  liable  for  any  injury 

occurring  during  the  period  of  coverage,  irrespective  of  when  the 

injury  is  discovered  or  when  the  claim  is  asserted.   There  are 

several  problems  with  this  kind  of  coverage:   (1)  determining  the 

date  of  the  "occurrence,"  so  as  to  ascertain  which  policy  is 

30 
applicable;    (2)  applying  unrealistically  low  limits  of  liability, 

due  to  inflationary  verdicts  in  future  years,  when  an  "occurrence" 

31 
may  finally  come  to  trial;    (3)  trying  to  rate  premiums  based  on 

32 

inherently  incalculable  considerations. 

"Claims-made"  insurance  remedies  these  problems,  and 

has  been  proposed  as  one  possible  method  of  lowering  products 

33 

liability  premiums.     Under  claims-made  insurance,  the  insurer 

covers  against  those  claims  first  made  during  the  period  when  the 
policy  is  in  force.   As  such,  the  question  of  when  an 
"occurrence"  took  place  is  rendered  irrelevant  for  purposes 
of  coverage,  since  the  single  criterion  at  issue  is 
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the  date  a  claim  is  first  made.   It  also  gives  an  insured 

the  opportunity  to  purchase  limits  of  liability  deemed  necessary 

and  appropriate  for  the  time  at  which  the  insurance  is 

34 
purchased.    Significantly,  an  insured  does  not  have  to  take 

into  account  inflation,  increases  in  earning  power  and  a  shift 

in  social  values  when  it  decides  what  gross  dollar  amount  of 

coverage  will  protect  his  business  from  unexpected  liability. 

Finally,  it  allows  the  underwriter  to  fix  premiums  based  on 

current  loss  information,  since  it  no  longer  has  to  consider 

35 
the  "incurred  but  not  reported"  category  of  claims. 

Thus,  claims-made  insurance  is  not  only  designed  to  aid  insureds 
in  securing  coverage  appropriate  to  their  needs  and  to  the 
times,  but  also,  by  eliminating  some  of  the  speculative  element 
in  ratesetting,  it  seeks  to  keep  premiums  at  a  more  realistic 
level.   If  products  liability  insurance  JUA's  are  to  be  self- 
supporting,  the  utilization  of  claims-made  policies  to  help  keep 
rates  as  low  as  possible  might  be  desirable. 

However,  a  temporary  JUA  writing  "claims-made" 
policies  followed  by  a  possible  return  in  the  voluntary  market 
to  occurrence  policies  would  create  a  gap  in  coverage.   Those 
injuries  which  "occurred"  during  the  years  of  the  "claims-made" 
policies  but  for  which  claims  were  not  asserted  during  that 
period  would  not  be  insured  against.   It  follows  that,  without 
further  provision,  the  temporary  nature  of  a  products  liability 
JUA  would  effectively  bar  the  use  of  "claims-made"  policies. 
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Some  medical  malpractice  JUA  statutes  have  attempted  to  solve 
this  problem  by  providing  that  "claims-made"  policies 
be  issued  by  the  association  if  it  also  issues,  on  demand,  an 
"occurrence  rider"  to  the  policy  providing  full  liability 
coverage  for  any  acts  or  omissions  by  the  insured  which 
occurred  during  the  period  covered  by  the  "claims-made"  policy 
and  for  which  the  association  was  not  liable,    or,  if  the 
contract  makes  provision  for  residual  "occurrence"  coverage 

upon  the  retirement,  death,  disability  or  removal  from  the 

37 
state  of  the  insured.    However,  it  is  also  generally  provided 

in  these  instances  that  the  association  can  charge  more  for 

this  additional  coverage  or  rider,  with  a  ceiling  being  the 

3  8 

amount  the  insured  would  have  paid  for  an  "occurrence"  policy. 

Thus,  the  association's  insureds  would  not  necessarily  get  the 
benefit  of  reduced  premiums  under  their  claims-made  policies. 

C.   Sole  Source  of  Coverage. 

In  evaluating  the  feasibility  of  a  products  liability 
JUA,  a  major  consideration  is  whether  the  JUA,  once  established, 
would  be  the  state's  exclusive  source  of  products  liability 
insurance.   As  previously  discussed,  the  states  establishing 
health  care  liability  JUA's  differ    on  this  point.   Since  the 
ultimate  goal  is  the  full  availability  of  products  liability 
insurance  on  a  voluntary  basis,  it  may  be  desirable  to 
retain  a  voluntary  market  for  those  manufacturers  still  able 
to  obtain  insurance  and  to  leave  the  association  as  a 
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residual  market  for  those  risks  unable  to  obtain  coverage. 
This  would  allow  the  possibility  that,  over  the  years,  as 
other  tort  and  procedurally-focused  remedial  efforts  take 
effect,  the  population  of  association  risks  would  decrease 
and  the  voluntary  market  would  expand.   On  the  other  hand, 
if  an  association  is  a  non-exclusive  source  and  its  rates, 
for  particular  classifications,  are  higher  than  those 
available  in  the  voluntary  market  (which  is  possible  unless  the 
JUA  can  write  on  a  claims-made  basis) ,  writers  in  the 
voluntary  market  could  afford  to  be  very  selective  in  their 
choice  of  participants,  and  totally  reject  all  high-risk 
manufacturers.   The  high-risk  manufacturers  would  then  be 
forced  to  the  JUA  for  coverage,  and  a  large  number  of  high- 
risk  participants  would  certainly  increase  JUA  losses  and 

39 

deficits.     At  least  one  state  has  taken  precautions  in 

its  legislation  against  this  kind  of  adverse  selection,  by 

providing: 

Nothing  contained  in  this  chapter  shall 
prohibit  (1)  any  insurer  from  issuing 
or  renewing  any  policy  of  medical  malpractice 
insurance  in  this  state;  provided,  however, 
that  upon  a  determination  by  the  commissioner, 
after  public  hearing  that  substantial 
adverse  selection  within  any  geographical 
region  designated  by  him  against  the 
association  has,  or  will  likely,  result, 
the  commissioner  may  issue  an  order  to 
insurers  operating  in  such  region  that  no 
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original  policies  shall  thereafter  be 
issued  or  that  renewal  policies  shall  be  issued 
only  if  the  insurer  will  offer  such  insurance 
to  a  representative  sample  of  rating  ClaSSi- 
fications,  or  both. 

Such  provision  could  be  inserted  in  a  products  liability  JUA 

to  protect  against  the  effect  of  adverse  selection/  should 

a  non-exclusive  JUA  be  desired. 

D.   Combined  JUA  and  Self-Insurance. 

Florida's  medical  malpractice  JUA,  which  differs 
substantially  from  the  NAIC's  model  JUA,  provides 
for  the  creation  of  a  non-exclusive  JUA.   However,  it  also 

provides  for  self-insurance  pools  by  groups  or  associations 

.  .    41 
of  physicians  or  health  care  facilities.    The  legislation 

authorizes  any  "group  or  association  of  health  care  providers  .  . 

composed  of  any  number  of  members,"  to  self-insure  against 

claims  of  malpractice,  providing  that  three  conditions  are  met: 

(1)  approval  from  the  Department  of  Insurance  is  obtained;  (2) 

a  medical  malpractice  risk  management  trust  fund  is  established 

to  provide  liability  coverage;  and  (3)  professional  consultants 

for  loss  prevention  and  claims  management  coordination  are 

42 
employed.     This  self-insurance  plan  is  intended  to  provide 

an  economically  feasible  alternative  to  the  purchase  of 

insurance  policies  and  thereby  decrease  the  medical  profession's 

dependence  on  private  insurers.   The  plan  works  as  a 
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traditional  JUA,  with  the  members'  pooling  their  own  premium 
payments  to  cover  losses.   However,  this  JUA  is  envisioned 
as  an  organic  outgrowth  of  an  already  existing  group  of 
health  care  providers.   It  does  not  involve  the  creation  of  an 
independent  entity,  which  then  brings  together  the  risk-taking 
insureds . 

The  Florida  plan  has  some  interesting  funding  arrange- 
ments that  are  worth  comparing  with  the  NAIC  model  plan.   It  is 
worth  considering  the  detail  of  this  plan  because  it  indicates 
the  advantages  of  insuring  risks  that  are  similar  and  for  which 
financing  can  be  more  specifically  tailored  than  for  more 
disparate  risks.   The  Florida  plan  provides  for  annual  payment 
of  premiums  to  the  association,  calculated  to  cover  all 
administrative  expenses,  losses  and  loss  adjustment  expenses, 
and  taxes  for  the  year.   In  the  event  of  a  deficit,  each  policy- 
holder is  to  be  assessed  an  additional  amount,  called  a 
"premium  contingency  assessment,"  up  to  one-third  the  amount 
of  the  premium,  to  cover  the  deficit,  and  any  further  deficit 

after  this  is  recovered  from  the  member  insurers  of  the 

43 
association.     The  "premium  contingency  assessment"  seems 

very  similar  to  the  assessment  in  the  NAIC  model  which  goes 

to  the  "stabilization  reserve  fund."   However,  under  the 

Florida  Act,  another  fund,  a  "Patient's  Compensation  Fund," 

is  established.   It  attempts  to  protect  medical  care  providers 

from  excessive  malpractice  liability.   Under  the  plan,  the 
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malpractice  liability  of  certain  medical  care  providers,  including 
hospitals,  physicians,  physicians'  assistants,  osteopaths  and 
podiatrists,  is  limited  to  $100,000  if  the  provider:  (1) 
pays  a  yearly  assessment  to  the  Fund,  and  (2)  either  posts  bond, 
shows  financial  responsibility,  or  obtains  medical  malpractice 

insurance  from  a  private  insurer,  the  JUA  or  a  self-insurance 

44 
program  in  the  amount  of  $100,000  per  claim. 

That  portion  of  a  judgment  or  settlement  against  a 

participating  provider  over  $100,000  is  paid  from  the  Patient's 

45 
Compensation  Fund.     For  individual  providers,  the  annual  fee 

for  the  first  year  is  $1,000.   For  hospitals,  the  first  year 

fee  is  $300  per  bed.   After  the  first  year,  charges  for 

participation  consist  of  a  base  fee  of  $500  for  individuals  and 

$300  per  bed  for  hospitals,  with  additional  fees  to  be  assessed, 

based  on  such  considerations  as  past  and  prospective  loss  and 

expense  experience  in  different  types  of  practice  and  in 

different  geographical  areas,  prior  claims  experience  of 

46 
persons  and  hospitals  covered,  and  other  risk  factors. 

The  fees  may  also  be  adjusted  downward  if  a  lesser  amount 

proves  adequate.   However,  in  the  event  funds  are  insufficient 

to  cover  claims  and  expenses  for  any  year,  the  Insurance 

Commissioner  may  levy  a  deficit  assessment  against  all  participants 

in  the  fund. 

One  positive  aspect  of  this  plan  is  that,  since 

any  insured  participating  in  the  Patient  Compensation  Fund 

would  only  be  required  to  obtain  liability  coverage  in  the  amount 

of  $100,000  per  claim,  premiums  paid  for  coverage  could,  at 
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least  theoretically,  be  less  than  those  under  the  model 
legislation,  where  an  applicant  might  be  paying  for  amounts 
well  above  that  limit.   The  premium  contingency  assessment, 
since  it  would  be  one-third  of  this  presumably  lesser  base 
premium,  would  also  be  less  than  the  stabilization  reserve 
fund  charge  under  the  model  legislation.   However,  it  is 
possible  that  assessments  under  the  Patient's  Compensation 
Fund,  especially  deficit  assessments  if  Fund  monies  prove 
insufficient,  might  offset  this  advantage  financially.   It  is 
therefore  possible  that  the  model  legislation  and  Florida's 
plan  might  be  comparable  in  terms  of  cost  to  the  insured, 
when  all  premiums  and  assessments  are  considered. 

The  difficulty  in  evaluating  Florida's  self- 
insurance  programs,  JUA,  and  Patient's  Compensation  Fund  is 
that  they  are  all  untested,  having  been  in  operation  only  since 
1975.   One  major  question  is  whether  the  Patient's  Compensation 
Fund  will  remain  solvent,  and  this  is  wholly  dependent  on  the 

number  of  health  care  providers  who  choose  to  participate 

48  ...  .  . 

in  it.     An  advantage  of  Fund  participation  to  physicians 

and  hospitals  is  that  it  relieves  them  of  the  burden  of 

estimating  the  amount  of  insurance  needed  to  cover  claims 

adequately  for  a  year. 

The  Florida  plan,  with  the  combination  of  a  JUA 

and  self-insurance  may  provide  a  promising  remedy  in  the 
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products  liability  field.   As  a  products  liability  insurance 
plan,  it  would  presumably  involve  self-insurance  JUA's, 
formed  by  groups  or  associations  of  manufacturers  who  produce 
the  same  or  similar  products.   The  legislation  could  similarly 
provide  for  a  risk  management  trust  fund  and  professional 
consultants  for  loss  prevention  and  claims  management. 
These  aspects  of  the  Florida  plan  might  be  particularly 
desirable  to  manufacturers.   Presumably,  it  is  the  members  of 
an  industry  who  are  most  familiar  with  the  problems  and  short- 
comings of  the  design  and  manufacture  of  their  products.   They 
would  be  in  the  best  position  to  prevent  loss.   Thus,  it  could 
promote  industry  self-policing,  with  the  financial  impetus 
for  safety  being  that,  with  a  combined  JUA  and  self-insurance 
plan,  one  manufacturer  in  the  association's  producing  dangerous 
products  would  raise  everyone's  premium. 

There  would  also  be  some  rate-setting  advantages. 
Like  the  medical  JUA's  in  the  Florida  plan,  each  manufacturers' 
association  would  be  very  aware  of  the  precise  risk  causing 
factors,  or  at  least  some  feature  of  production,  such  as 
volume,  related  to  these  factors.   With  this  familiarity  with 
the  nature  of  the  industry,  which  would  presumably  be  greater 
than  that  of  a  JUA  covering  all  types  of  manufacturers,  rate- 
setting  would  be  facilitated.   Also,  a  single  industry 
association  would  be  in  very  good  position  to  keep  track  of  its 
own  loss  experience  and  use  this  knowledge  in  rate-setting. 

Finally,  certain  manufacturing  industry  figures  have 
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advanced  an  argument  for  self-insurance  which  supports  certain 
rationales  of  Florida  plan.   In  a  recent  lecture,  James  A. 
Freeman,  III  felt  that  self-insurance  offered  a  solution  to  the 
products  liability  insurance  problem.49   He  said  that  a  large 
insurance  company  is  often  a  very  poor  representative  of  a 
manufacturer,  because  it  has  different  interests.   Insurance 
companies  are  not  so  interested  in  preventing  loss  as  in 
reducing  risks  as  far  as  possible  to  a  certainty.   This  is 
entirely  an  underwriting  concern  and  does  not  relate  to  loss 
prevention.   Mr.  Freeman  stated  that  insurance  companies  have 
found  it  expedient  to  settle  cases  that  could  have  been  won 
in  court,  because  they  could  be  settled  inexpensively.   On  the 
other  hand,  insurance  companies  frequently  decide  to  litigate 
cases  when  they  cannot  settle  them  on  a  basis  they  consider  to 
be  economically  reasonable.   Thus,  the  insurance  companies 
find  themselves  engaged  in  litigating  the  cases  that  have  the 
greatest  likelihood  of  producing  bad  law  from  the  defense  stand- 
point.  Mr.  Freeman  also  felt  that  insurers,  defending  products 
liability  suits,  were  too  distant  from  the  manufacturing  process 
to  provide  useful  feedback  to  prevent  loss  or  to  defend  suits 
properly.   He  felt  that  products  suits  did  not  sufficiently 
change  production  techniques. 

Mr.  Freeman's  answer  was  self- insurance.  This,  of 
course,  can  only  be  successful  with  large  companies  that  have 
the  self-discipline  to  maintain  large  reserves.   The  Florida 


103 


plan,  applied  to  products  liability,  would  not  have  the 
problems  pointed  to  by  industry  figures.   It  should, 
therefore,  be  seriously  considered  as  a  model  remedy 
to  the  products  liability  insurance  problem. 
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NOTES 


The  recent  trend  seems  to  be  to  move  away  from  the  long-standing  assigned 

risk  method  of  risk  apportionment,  and  JUA ' s  have  now  been  established 

in  at  least  two  states.   The  first  automobile  JU^  was  implemented  by  the 

Office  of  the  Insurance  Commissioner  in  Florida  during  February,  1973. 

A  plan  was  also  implemented  in  Missouri  on  January  1,  1975.   Lee 

et  al . ,  "Residual  Markets  in  Automobile  Insurance:   The  Service  Center 

and  the  Joint  Underwriting  Association  Approaches,"  1975  Ins.  L.  J.  92,  95. 

See  also  Fla.  Stat.  Ann.  §  627.311(3)  (Cum.  Supd.  1976). 

In  the  face  of  the  recent  medical  malpractice  insurance  crisis,  which  created 
serious  problems  of  insurance  availability  for  health  care  providers  all  over 
the  country  and  caused  physicians  to  threaten  to  curtail  their 
delivery  of  health  services,  approximately  22  states  have  established  joint 
underwriting  associations  in  an  attempt  to  remedy  the  situation.   1975  Acts 
of  Alabama  No.  513  §  7;  1976  Ariz.  Legis.  Service,  ch.  1  (to  become  Ariz .  Rev. 
Stats.  §§  20-1701  to  20-1712);  Cal.  Ins.  Code  §  11890  et  seq .  (Cum.  Supp. 
1975);  Fla.  Stats.  Ann.  §  627.351(8)  (Cum.  Supp.  1976)  (amended  1976  Laws 
ch.  76-260);  Hawaii  Rev.  Stats,  tit.  24,  ch .  435C  (Cum.  Supp.  1975);  Idaho  Code 
§§  41-4101  to  4114  (Cum.  Supp.  1975);  111.  Stats.  Ann,  ch .  73  §  1065  .  201- .  221 
(Smith-Hurd  Cum.  Supp.  1976);  Iowa  Code  Ann.  §§  519A . 1-519A . 1 3  (Cum.  Supp.  1976) 
Ky.  Rev.  Stats.  304.40-010  to  304.40-140  (Cum.  Supp.  1976);  Me.  Rev.  Stats.  Ann, 
tit.  24,  §§  2401-2414  (Cum.  Supp.  1976);  Md .  Ann.  Code  art.  48A  §§  548-564  (Cum. 
Supp.  1975);  Mass.  Gen.  Laws  Ann,  c.  175A  §  5A,  edit,  note  (Cum.  Supp.  1976); 
1976  Minn.  Sess.  Law  Serv.  ch .  242  (to  become  Minn.  Stats.  Ann.  §§  62F.01  to 
62F.14);  1976  Mo.  Legis.  Service  Act  55;  N.Y.  Ins.  Law  §§  682-695  (McKinney 
Cum.  Supp.  1975);  Ohio  Rev.  Code  Ann.  §§  3929.71  to  3929.85  (Page  Cum.  Supp. 
1975);  Pa.  Stat.  Ann,  tit.  40,  §§  1301.701  to  1 30 1 .  810  (Purdon  Cum.  Supp.  1976); 
Tenn.  Code  Ann.  §§  56-4301  to  56-4315  (Cum.  Supp.  1975);  14A  Tex.  Rev.  Civ. 
Stats.  Ann.  Art.  21.49-3  (Pamph.  Supp.  1975)-  Va .  Code  §§  38.1-775  to  38.1-788 
(Interim  Supp.  1976)  . 

In  the  two  identical  bills  introduced  in  the  Massachusetts  and  Connecticut 
legislatures  which  would  create  products  liability  insurance  placement 
facilities,  Mass.  H.  B.  No.  4350  (1976)  and  Conn.  Raised  Committee  Bill  No. 
5827  (1976) ,  the  insurance  commissioner  of  each  state  would  be 
authorized  to  establish  a  JUA  if  he  determined  that  the  facility  was  not 
fulfilling  its  purpose.   Id.  §  4. 

Under  an  assigned  risk  approach,  this  would  require,  as  a   condition  to 
retaining  the  right  to  write  casualty  and  liability  insurance  in  a  state, 
insurers  with  no  previous  experience  in  the  specialized  products  liability 
area  to  write  products  liability  policies  at  their  own  risk,  with  each 
insurer  being  responsible  for  the  risks  assigned  to  it.   Some  attempt 
would  be  made  at  an  "equitable"  apportionment  of  the  risks  among  insurers, 
but,  since  products  liability  risks  are  not  as  homogeneous  as,  for  example, 
automobile  risks,  anything  resembling  an  "equitable"  apportionment  of 
residual  risks  would  be  difficult,  if  not  impossible.   This 
point  is  discussed  in  the  analysis  of  assigned  risk  plans.   To  avoid 
insolvency  in  some  of  the  smaller,  less  financially  capable  insurers, 
some  provision  would  have  to  be  made,  excusing  from  participation 
in  the  plan  those  insurers  with  assets  less  than  a  certain  sum,  or  perhaps 
setting  coverage  limits  at  a  low  enough  level  that  such  insurers 
could  bear  their  potential  losses.   Another  possibility  would  be  to 
establish  a  reinsurance  association  among  all  participating  insurers, 
in  conjunction  with  the  assigned  risk  pool,  whereby  coverage  for  any 
assigned  risk  could  be  ceded  to  the  reinsurance  association  and  losses 
would  be  apportioned  among  members  according  to  the  proportionate  amounts 
of  premiums  earned  by  the  companies  in  voluntary  casualty  and  liability 
business  during  the  preceding  year.   This  also  is  discussed  in  the  assigned 
risk  study.   Although  this  would  serve  to  spread  plan  losses  more  equitably 
among  participating  insurers,  it  would  not  solve  the  basic  problem  of 
trying  to  apportion  widely  disparate  products  liability  risks  "equitably" 
among  inexperienced  insurers. 

In  fact,  all  insurers,  whether  competent  or  not  in  the  products  line,  would 
be  sharing  in  the  losses  of  other,  less  competent  and  less  experienced 
insurers.   Furthermore,  the  supreme  court  of  at  least  one  state  has  indicated 
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that  such  a  plan  would  be  unconstitutional  under  both  state  and  federal 
constitutions.  Hartford  Accident  &  Indemnity  Co.  v.  Ingram,  226  S.E.2d 
498  (N.C.  1976).  This  case,  and  its  potential  applicability  to  product 
liability  insurance,  is  discussed  in  the  analysis  of  Assigned  Risk  Plans. 

5.  With  a  provision  for  sufficient  compensation,  there  should  be  no  problem 
getting  experienced  products  underwriters  to  act  as  servicing  carriers. 
For  example,  under  Florida's  JUA  for  automobile  insurance,  a  servicing 
carrier  receives: 

(1)  Ten  per  cent  of  written  premium  for  operating 
costs,  excluding  claim  expense;  plus 

(2)  A  service  fee  of  one  percent  of  written 
premium;  plus 

(3)  (a)  Fourteen  per  cent  of  earned  premium  (based 
on  a  70  per  cent  pure  loss  ratio)  for  the  reporting 
period  for  claim  expense,  both  allocated  and 
unallocated,  for  liability  coverages,  including  bodily 
injury,  property  damage,  personal  injury  protection, 
basic  property  protection,  medical  payments  coverage, 
and  uninsured  motorist  coverage,  and  (b)  ten  per  cent 
of  earned  premium  for  the  reporting  period  for  physical 
damage  coverages. 

Lee  et  al. ,  supra  note  1,  at  97. 

6.  Supra  note  4. 
7..  Id. 

8.  Id. ,  226  S.E.2d  at  506. 

9.  Id. 

10.  Lee  et  al. ,  supra  note  1,  at  97. 

11.  Id. ,  at  96. 

12.  Mass.  H.B.  No.  4350  §  4  (1976);  Conn.  Raised  Committee  Bill  No.  5827  §  4 

(1976) . 

1 3 .  See  California  State  Automobile  Association  Inter-Insurance  Bureau  v.  Maloney , 
341  U.S.  105  (1951) . 

14.  226  S.E.2d  at  507. 

15.  The  model  is  discussed  in  Grossman,  "An  Analysis  of  1975  Legislation  Relating  to 
Medical  Malpractice,"  A  Legislator's  Guide  to  the  Medical  Malpractice  Issue, 

5  (1976).   The  model  is  entitled  "Medical  Injury  Insurance  Reparations 
Commission  and  Temporary  Joint  Underwriting  Association,"  with  the  JUA  provisions 
beginning  at  section  5.   The  Idaho  statute,  Idaho  Code  §§  41-4101  to  41-4114 
(Cum.  Supp.  1975),  provides  a  good  example  of  the  model  JUA  as  enacted. 

16.  Grossman,  supra  note  15,  at  5. 

17.  See,  e.g. ,  Idaho  Code  §  41-4103(2)  (Cum.  Supp.  1975). 

18.  Section  5(2)  of  the  NAIC  model  legislation  states,  for  example: 

The  purpose  of  the  association  shall  be  to  provide,  for 
a  period  not  exceeding  two  years,  a  market  for  medical 
malpractice  insurance  on  a  self-supporting  basis  without 
subsidy  from  its  members,  pending  receipt  and  considera- 
tion of  the  commission's  comprehensive  medical  injury 
reparations  plan  and  enactment  of  appropriate  remedial 
legislation. 
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19.  See  Idaho  Code  §  41-4103(3). 

20.  Compare  Idaho  Code  §  41-4103(3)  (exclusive)  with  Mass.  Gen.  Laws  Ann,  c.  175A, 
§  5A,  edit,  note  (Cum.  Supp.  1976)  (nonexclusive). 

21.  See,  e.g. ,  Idaho  Code  §  41-4103(4). 

22.  See  Id. ,  §  41-4105(4). 

23.  See  Id. ,  §  41-4106(3). 

24.  See  Id. ,  §  41-4106(5). 

25.  See  Id. ,  §  41-4105(6). 

26.  See  Id. ,  §  41-4108. 

27.  See  Id. ,  §  41-4105(7). 

28.  Some  states  have  gone  even  further  to  insure  that  companies  are  not  overly 
burdened  by  even  this  sharing  in  the  deficit,  providing  that: 

No  member  shall  be  obligated  in  any  one  year  to  reimburse 
the  association  on  account  of  its  proportionate  share 
in  the  deficit  from  operations  of  the  association 
in  that  year  in  excess  of  one  per  cent  of  its  surplus 
to  policyholders  and  the  aggregate  amount  not  so 
reimbursed  shall  be  reallocated  among  the  remaining 
members  in  accordance  with  the  method  of  determining 
participation  prescribed  in  this  section  after 
excluding  from  the  computation  the  total  net  direct 
premiums  of  all  members  not  sharing  in  such  excess 
deficit. 

Mass.  Gen.  Laws  Ann,  c.  175A  §  5A  (Cum.  Supp.  1976).   However,  the  Massachusetts 
and  Connecticut  bills  proposing  a  JUA  mechanism  in  the  products  liability  field 
do  not  incorporate  any  recoupment  feature. 

29.  Note,  "The  Florida  Medical  Malpractice  Reform  Act  of  1975,"  4  Fla.  St.  L.  Rev. 
50,  95-96  (1976). 

30.  Kroll,  "'Claims-Made'  —  Industry's  Alternative:   'Pay  As  You  Go'  Products 
Liability  Insurance,"  1976  Ins.  L.J.  63,  66. 

31.  Id. 

32.  Id. 


33 


Id.   But  see  Insurance  Study;  ITFPL-77/03,  at  4-45. 


34.  Id. 

35.  I_d.  ;  Grossman,  supra  note  15,  at  5. 

36.  Calif.  Ins.  Code  §  11902.2  (Cum.  Supp.  1976). 

37.  30  Iowa  Code  Ann.  §  519A.5(3)   (Cum.  Supp.  1976). 

38.  Calif.  Ins.  Code,  supra  note  36,  §  11902.2. 

39.  See  discussion  of  this  in  context  of  Florida's  medical  malpractice  JUA  in 
Note,  supra  note  29,  4  Fla.  St.  L.  Rev,  at  96. 
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40.  Calif.  Ins.  Code  §  11895(c)  (Cum.  Supp.  1976). 

41.  Fla.  Stats.  Ann.  §  627.355  (as  amended  in  1976  Laws,  ch .  76-260  §  8). 

42.  Id. 

43.  Fla.  Stats.  Ann.  §  627 .  351  (8)  (e)  (as  amended  1976  Laws,  ch .  76-260  §  5) 

44.  Id.,  §  627.352(2)  (b)  (as  amended  1976  Laws  ch.  76-260  §  6)  . 

45.  Id. ,  §  627.352(3)  (a)  . 

46.  Id.,  §  627.352(3)  (c)  . 

47.  Id.,  §  627.352(3)  . 

48.  Note,  supra  note  29,  4  Fla.  Sta.  L.  Rev,  at  98. 

49.  "Products  Liability  Update:   Corporate  Management's  Response,"  address 
by  James  A.  Freeman,  III  before  the  Briefing  Conference  on  Consumer 
Product  Safety  and  Product  Liability,  sponsored  by  the  Federal  Bar 
Association  (September  30,  1976),  at  Arlington,  Virginia. 
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c.   State  Operated  Funds 
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STATE-OPERATED  FUNDS 
I. 
Introduction 
In  some  underwriting  areas  of  insurance,  where  the 
problem  of  unwanted  risks  has  become  particularly  serious, 
some  states  have  chosen  to  create  an  insurance  market  for  those 
risks,  controlled  and  operated  by  the  state  itself  rather  than 
by  the  insurance  industry.   Under  these  "state  insurance  funds," 
the  agencies  created  are  generally  authorized  to  issue  policies 
of  insurance  to  those  risks  that  have,  in  good  faith,  tried 
to  obtain  coverage  from  at  least  two  insurers  and,  although 
were  otherwise  eligible,  have  been  rejected.   These  statutes 
often  provide  for  the  appointment  of  one  or  more  companies  to 
act  as  servicing  carriers  for  the  funds.   Monies  for  the  funds 
are  derived  from  premiums  and  some  sort  of  additional  assess- 
ments upon  insurers,  policyholders  or  both. 

II. 
Assessment 
Theoretically,  a  state-operated  fund  would  provide 
a  suitable  remedy  for  the  products  liability  problem.   A  state 
fund,  as  seen  in  workers'  compensation,  the  Maryland  automobile 
plan  and  the  Brown  McNeely  fund,  can  guarantee  full  products 
liability  insurance  availability.   However,  whether  such  a 
scheme  could  achieve  this  goal  any  more  successfully  than  a 
JUA  is  open  to  question.   Limited  experience  indicates  that 
a  state  fund  may  run  into  financial  difficulties  and  require 
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legislative  remodeling  to  cover  all  losses  properly. 

The  patient  compensation  funds  also  seem  fully 
applicable  to  products  liability.   Again,  experience  with 
them  is  very  limited.   By  limiting  maxium  claims,  they  cer- 
tainly increase  predictability  of  losses  and  increase  insur- 
ance availability.   Measures  which  can  be  easily  grafted  on 
to  such  programs,  such  as  periodic  payments,  may  also  reduce 
the  gross  size  of  claims.   On  the  other  hand,  a  maximum  dam- 
age limit  may  improperly  deprive  a  severely  injured  plaintiff 
of  adequate  recovery. 

III. 

Models 
A.   Workers'  Compensation. 

State  insurance  funds  first  came  into  wide  use  in 
the  area  of  workers'  compensation  law,  where  the  assurance  of 
full  insurance  availability  was  rendered  necessary  by  statutory 
provisions  requiring  all  employers  to  "secure  compensation" 
to  all  their  employees.    A  few  states  required  workers'  com- 
pensation through  exclusive  state  insurance  funds,  while  a 

larger  number  of  states  established  competitive  state  funds 

2 
to  provide  coverage  for  the  residual  market.    The  New  York 

3 
system  is  a  typical  example  of  a  competitive  state  fund. 

There  has  been  some  question  as  to  the  validity  of  the  eli- 

4 
gibility  requirement  for  access  to  these  funds,   but  this  prob- 
ably would  not  be  a  serious  problem  if  such  funds  were  created 
for  the  purpose  of  making  products  liability  insurance  available. 
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With  respect  to  the  relative  merits  and  shortcomings 
of  state  insurance  funds  in  the  workers'  compensation  area,  it 
has  been  the  general  experience  that  such  funds  have  expense 
ratios  somewhat  lower  than  those  of  private  insurers,  with 
those  of  exclusive  state  funds  being  the  lowest.    These  lower 
figures,  the  result  of  the  centralization  of  a  large  number  of 
risks  with  one  servicing  organization,  are  certainly  favorable 
in  terms  of  permitting  lower  premium  rates.   The  principal  advantage 
enjoyed  by  state  funds  in  the  workers'  compensation  area  is  seen 

to  be  in  the  concentration  of  business,  again  enjoyed  especially 

7 
by  exclusive  funds. 

The  chief  criticism  of  state  insurance  funds  in  workers' 

compensation  has  been  with  respect  to  the  quality  of  service, 

in  that  the  funds'  handling  of  claims  is  less  efficient  and  slower, 

and  that  funds  do  not  perform  many  services  which  private  insurers 

o 

perform  for  their  policyholders.    The  allegedly  inadequate  service 
could  be  a  substantial  factor  in  the  lower  expense  ratios 
experienced  by  state  funds  and,  indeed,  some  states  may  consider 
this  favorable  effect  sufficient  justification  for  inferior 
performance.   It  certainly  seems  that  a  state  fund,  if  operated 
properly,  could  offer  service  comparable  to  that  of  private 
insurers.   Whether  it  presents  any  real  advantage  over  a  system 
such  as  a  JUA,  where  insurers  pool  premiums,  appears  to  be 
entirely  a  matter  of  speculation. 
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B.  Automobile. 

The  area  of  automobile  insurance  presents  an 
interesting  contrast  with  workers'  compensation  funds  because, 
there,  the  historical  trend  indicates  a  rejection  of  state 

funds  for  automobile  liability  insurance  in  favor  of  assigned 

9 
risk  plans.    More  recently,  however,  in  response  to  growing 

dissatisfaction  with  automobile  assigned  risk  plans,  at 
least  one  state,  Maryland,  has  created  a  state  fund  for  auto- 
mobile liability  insurance.    This  fund  basically  depends  on 
an  assessment  on  premiums  collected  by  other  insurers  writing 
automobile  insurance  in  the  state.   If  it  were  applied  to  products 
liability,  it  would  necessitate  assessing  all  casualty  underwriters 
in  the  state.   Assessing  just  products  liability  insurers 
would  probably  cause  flight  from  the  field  and  resultant  in- 
sufficient funding.   Though  a  general  assessment  scheme  might 
assist  in  avoiding  unavailability  of  insurance  for  products 
liability,  there  are  serious  questions  concerning  its  constitu- 
tionality.    The  funding  of  a  state  insurance  fund  in  the 
products  liability  context  through  assessments  on  the  insurance 
industry  is  of  questionable  value. 

C .  Medical  Malpractice. 
1.   Michigan 

Very  recently,  several  states  have  turned  to  state 
funds  in  various  forms  in  response  to  the  insurance  availability 
problem  in  medical  and  hospital  malpractice.   Since  they  have 
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all  been  enacted  in  1975  or  1976,  these  funds  are  too  new 
for  their  performance  to  be  meaningfully  evaluated.   However, 
they  provide  systematic  models  for  state  funds  and  demonstrate 
how  they  can  interact  with  other  remedial  measures  in 
achieving  their  goals.   In  Michigan,  for  example,  the 
legislature  established  the  "Brown-McNeely  Insurance  Fund,"  a 
malpractice  fund  which  is  empowered  to  provide  malpractice 

insurance,  reinsure  such  insurance  and  contract  for  proportional, 

12 
catastrophe  or  excess  loss  reinsurance.    It  is  designed  to  be 

self-supporting,  with  its  monies  derived  both  from  premiums 

.  .    .  .         13 

on  policies  issued  and  from  assessments  on  insurers. 

The  provisions  of  the  fund  also,  in  two  ways,  guard 

against  a  constitutional  challenge.   First,  assessments  are 

levied  only  on  those  private  insurers  authorized  to  write 

malpractice  insurance  in  the  state,  and  who,  in  fact,  issue 

malpractice  insurance  policies  to  eligible  providers.   By 

requiring  participation  only  by  insurers  actually  in  the 

business  of  medical  malpractice  insurance,  rather  than  all 

casualty  or  liability  insurers  whether  or  not  they  write  this 

line,  the  Michigan  fund  seemingly  avoids  the  major  element  which 

led  to  the  invalidity  of  North  Carolina's  Health  Care  Liability 

14 
Reinsurance  Exchange.     Second,  the  statute,  in  §  24.12511(3), 

specifically  authorizes  insurers  to  pass  on  the  assessments 

in  whole  or  in  part  to  their  policyholders.   This  provision  for 

recoupment  of  contributions  also  seems  to  insure  the 

constitutionality  of  the  Michigan  fund. 
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Overall,  the  Brown-McNeely  Insurance  Fund  provides  a 
good  model  of  how  a  state  fund  for  products  liability  insurance 
could  operate.   Its  provision  for  a  public  hearing  and  a  finding 
that  a  particular  class  of  providers  cannot  readily  obtain 
insurance  -  or  obtain  it  for  a  reasonable  premium  -  before  that 
class  is  designated  "eligible  providers,"  would  clearly  be 
desirable  in  some  form  in  a  products  liability  context  to  insure 
that  there  really  is  an  unavailability  problem  and  thus  a  need 
for  the  fund.   Since  assessments  are  only  levied  on  insurers 
writing  malpractice  policies  in  the  state,  and  since  they  may  be 
passed  on  by  those  insurers  to  policyholders,  there  would  be  no 
constitutional  problem.   Also,  the  assessment  provisions  further 
the  policy  of  requiring  all  eligible  providers  in  the  state  to 
share  in  the  cost  of  assuring  full  insurance  availability.   To 
the  extent  the  fund  is  thus  subsidized  in  part  by  providers 
who  can  obtain  insurance  in  the  voluntary  market,  rates  for 
those  insured  through  the  fund  become  more  "affordable."   At 
this  time,  it  cannot  be  determined  what  the  fund  premium  levels 
will  finally  be,  or  how  large  assessments  on  insurers  will 
have  to  be  to  make  up  fund  deficits.   Nevertheless,  at  least 
theoretically,  the  fund  should  achieve  its  major  goal  of 

assuring  the  availability  of  adequate  liability  coverage  for  all 

.  .         .      15 
eligible  providers. 
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2.   Indiana  and  Louisiana 

To  guarantee  that  malpractice  insurance  remains 
available  to  their  states'  medical  personnel,  Indiana  and 
Louisiana  have  established  identical  systems,  whereby  the 
state  will  provide  coverage  to  those  providers  unable  to  obtain 
it  from  private  insurers.     Under  both  statutes,  a  Residual 

Malpractice  Insurance  Authority  is  created,  with  the  state's 

17 
Department  of  Insurance  designated  as  the  authority.     The 

authority  operates  through  a  contracted  private  insurer  called 

a  risk  manager,  which  sets  rates,  performs  underwriting 

1 8 
functions  and  disposes  of  claims  and  litigation  for  the  authority. 

However,  the  ultimate  control  and  responsibility  for  loss  is 

19 
vested  in  the  state.     Since  the  statutes  expressly  provide  for 

reinvestment  of  surplus  premiums  but  make  no  provision  for 

losses,  an  intent  to  set  premiums  high  enough  to  avoid  losses 

is  indicated.   As  a  result,  policies  written  by  the  authority 

20 
may  be  expected  to  be  more  expensive  than  conventional  coverage. 

On  the  other  hand,  the  authorities  created  in  Indiana  and  Louisiana 

are  empowered  to  underwrite  risks  only  up  to  $100,000,  and  this 

will  help  to  keep  premium  totals  down.   Under  the  statutes,  a 

"qualified"  health  care  provider  is  not  liable  for  any  amount  in 

excess  of  $100,000  for  all  malpractice  claims  because  of  the 

21 

injury  or  death  of  any  one  person.    To  be  "qualified,"  a 

health  care  provider  must:  (1)  file  proof  of  financial  responsibility, 

in  the  form  of  a  policy  of  malpractice  liability  insurance  in 

the  amount  of  at  least  $100,000  per  occurrence  and  $300,000  in  the 
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annual  aggregate  (for  individuals) ,  or  cash  or  a  surety  bond 

in  those  amounts  filed  with  the  commissioner,  and  (2)  pay  the 

22 

surcharge  to  be  assessed  on  all  health  care  providers. 

The  annual  surcharges  imposed  under  the  acts  on  all  health  care 
providers  are  combined  to  create  a  Patients'  Compensation  Fund, 
which  operates  as  a  kind  of  excess  insurance  to  compensate 

malpractice  victims  for  those  damages  in  excess  of  the 

.  .  23 

$100,000     limit  on  physician  liability.     Under  the  Indiana 

act,  the  fund  also  pays  the  amounts  of  any  agreed  settlements 

or  final  judgments  not  paid  by  a  health  care  provider,  his  surety 

or  liability  carrier  within  90  days,  thus  acting  as  a  kind  of 

24 

unsatisfied  judgment  fund  for  malpractice.     The  annual  surcharge 

is  determined  by  the  commissioner  "based  on  actuarial  principles;" 
may  not  exceed  ten  per  cent  of  the  cost  to  each  health  care  provider 
for  maintenance  of  financial  responsibility  in  Indiana  (20%  in 

Louisiana) ;  and  is  collected  on  the  same  basis  as  premiums  by 

25 

insurers,  and  then  transferred  to  the  fund.     Both  statutes 

outline  a  procedure  to  be  followed  by  plaintiff-claimants 
demanding  amounts  in  excess  of  the  liability  limitation,    and 

both  impose  a  flat  limit  on  recovery  for  any  malpractice  claim, 

27 
from  the  fund  or  otherwise,  of  $500,000. 

The  Indiana  and  Louisiana  acts  both  have  certain 

theoretical  advantages,  although  it  remains  to  be  seen  what 

their  actual  impact  will  be.   The  creation  of  residual  malpractice 

insurance  authorities  should  guarantee  the  availability  of  insurance 

to  all  providers.   The  patients'  compensation  funds  should 
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theoretically  insure  that  all  malpractice  victims  receive  full 
compensation,  up  to  $500,000.   Moreover,  the  creation  of  patients' 
compensation  funds,  and  the  corresponding  limited  liability 
on  physicians  and  their  insurers,  is  expected  to  encourage 
private  insurers  to  stay  in  the  malpractice  market.   In  theory, 
such  carriers  will  find  it  more  feasible  than  before  to  write 

malpractice  insurance,  since  their  limited  liability  frees  them 

2  8 
from  responsibility  for  "astronomical"  judgments.     The 

combination  of  limited  liability  with  excess  coverage  should 

be  an  incentive  to  private  insurers  to  continue  underwriting 

in  the  field  while  still  providing  sufficient  coverage  for 

injured  plaintiffs. 

The  major  problem  with  respect  to  both  the  residual 

authorities  and  the  patients '  funds  concerns  the  possibility 

of  insolvency.   As  previously  noted,  the  provisions  creating 

the  authorities  do  not  anticipate  losses,  seemingly  indicating 

an  intent  to  set  premiums  at  a  high  enough  level  to  assure  their 

avoidance.   Thus,  authority  rates  should  be  higher  than  those 

prevalent  in  the  commercial  market.   Those  insurers  encouraged 

to  stay  in  the  malpractice  market  by  the  limited  liability  can 

therefore  be  selective  in  deciding  whom  to  insure,  leaving 

only  the  more  hazardous,  undesirable  risks  seeking  coverage 

with  the  authority.   With  such  an  unfavorable  pool  of  insureds, 

it  may  be  difficult  for  the  authorities  to  maintain  their 

solvency,  even  despite  high  premiums.   Perhaps  some  additional 

provision  for  deficit  assessments  on  fund  insureds  might 
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therefore  be  desirable.   With  respect  to  the  patients' 
compensation  funds,  the  statutes  provide  that,  if  the  fund  would 
be  exhausted  by  full  payment  in  any  year,  the  amount  paid  to 

each  claimant  is  to  be  prorated,  with  the  unpaid  balance 

29 

forthcoming  in  the  following  years.     The  potential  effect 

of  this  is  explained  by  one  commentator: 

Because  there  is  no  assignment  of  priority 
to  claims  from  previous  years,  there  is 
no  assurance  that  they  will  ever  be  paid. 
Furthermore,  there  is  no  provision  for  the 
total  insolvency  of  the  fund.   This  not 
only  imposes  an  undue  hardship  on  severely 
injured  malpractice  victims,  but  also 
borders  on  depriving  them  of  a  portion 
of  their  legal  rights,  thus  raising  a 
question  as  to  the  constitutionality 
of  the  Patient's  Compensation  Fund. 

To  resolve  these  particular  problems,  perhaps  provisions  could 

be  made  for  additional  deficit  assessments  on  providers  on  an 

annual  basis  to  insure  full  payment.   At  a  minimum,  some  sort 

31 
of  priority  for  past,  unpaid  claims  should  be  established. 

3 .   Florida,  Oregon,  Pennsylvania  and  Wisconsin 

At  least  four  other  states  have  established  patients' 

32 

compensation  funds  in  various  forms,    some  with  their  own 

particular  provisions,  which  tend  toward  solving  the  problems 
seemingly  inherent  in  the  Indiana  and  Louisiana  Funds.   The 
Wisconsin  statute,  for  example,  establishes  a  rather  elaborate 
system  for  insuring  the  solvency  of  its  fund,  including 
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provisions  for  (1)  base  fees  for  various  classes  of  providers 
to  be  paid  for  the  first  two  years  of  the  fund's  operation, 
(2)  operating  fees,  based  on  past  and  prospective  loss 
experience  and  various  other  risk  factors,  to  be  paid  for  years 
after  the  second  year  of  operation,  and  (3)  deficit  assessments 

on  all  providers  in  the  event  that  fund  monies  are  insufficient 

33 
for  a  particular  year.     The  act  goes  further  in  insuring  the 

fund's  insolvency  by  providing  that,  in  the  event  the  fund 

incurs  liability  exceeding  $1,000,000  to  any  person  under  a 

single  claim,  it  shall  not  pay  more  than  $500,000  per  year 

until  the  claim  is  paid  in  full,  with  attorneys'  fees  for  such 

34 
claim  being  similarly  prorated. 

Oregon  has  taken  further  steps  to  insure  the  solvency 

of  its  "Medical  Excess  Liability  Fund,"  by  providing  that  no 

more  than  ten  per  cent  of  that  portion  of  a  final  judgment  award 

or  approved  settlement  payable  by  the  fund  may  be  paid  in  any 

35 
one  year.     This  non  -lump-sum  payment  device  is  a  good  one 

for  spreading  out  financial  losses,  avoiding  windfall  awards  to 

a  victim's  relatives,  and  generally  insuring  the  continued 

solvency  of  the  fund. 

Pennsylvania's  statute  makes  special  provision  for 

discontinuance  of  its  "Medical  Professional  Liability  Catastrophe 

Loss  Fund,"  declaring  that  if,  at  any  time  after  the  second  annual 

surcharge,  the  fund  should  dip  below  $7,500,000  in  assets  and 

if,  at  the  end  of  25  days  after  notification  of  this  fact, 

the  general  assembly  has  taken  no  remedial  action,  the  liability 
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of  the  fund  for  claims  arising  from  occurrences  after  such 
period  shall  cease.     In  such  a  case,  the  fund  will  continue 
to  function  until  all  of  its  liability  for  claims  has  been 
satisfied,  with  the  fund's  director  being  authorized  to 

continue  to  collect  a  surcharge  annually  without  limit,  to 

37 
the  extent  necessary  to  satisfy  the  fund's  obligations. 

Thus,  the  various  medical  compensation  funds  suggest 
two  methods  to  insure  that  there  will  be  sufficient  monies  to 
cover  all  claims  presented  in  a  given  year.   Oregon's  statute, 
on  the  one  hand,  provides  for  the  spreading  out  of  payments 
over  a  period  of  years  by  requiring  that  only  ten  percent 
of  a  claim  be  paid  in  a  given  year.   While  this  will  certainly 
help  the  fund  to  bear  more  easily  its  financial  burden,  it 
could  have  the  adverse  effect  of  imposing  an  undue  burden  on 
claimants  who  have  suffered  especially  large  out-of-pocket 
losses,  by  greatly  limiting  the  amount  of  immediate  recovery 
and  delaying  full  compensation  for  up  to  ten  years.   For  this 
reason,  perhaps  Wisconsin's  provisions,  which  would  only  limit 
the  payment  of  claims  in  the  event  the  fund  incurs 
liability  exceeding  $1,000,000  to  any  person  under  a  single 
claim,  might  be  more  acceptable  for  insuring  that  the  injured 
party  is  compensated  quickly  and  adequately. 

If  it  is  deemed  socially  desirable  for  the  fund 
fully  to  compensate  claimants  in  the  year  in  which  a  claim 
is  made,  by  a  lump-sum  payment,  provisions  are  necessary  to 
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insure  that  fund  monies  will  be  sufficient  in  each  given  year 
to  meet  fund  obligations.   The  statutes  of  Florida  and 
Wisconsin  deal  with  this  problem  by  providing  for  unlimited, 
deficit  assessments  on  all  health  care  providers  to  meet 
estimated  fund  deficiencies,  and  Pennsylvania's  statute  provides 
for  a  continuation  of  surcharges  to  meet  fund  obligations, 
even  after  the  fund  technically  ceases  its  operations. 
These  kinds  of  provisions  certainly  insure  prompt,  full 
compensation  to  all  injured  parties  with  claims  in  excess  of 
$100,000  and,  in  this  respect,  would  favor  such  injured 
parties,  or  consumers,  whether  enacted  in  a  medical  malpractice 
or  products  liability  context.   The  imposition  of  surcharges 
and  assessments  on  all  health  providers  in  a  state  serves  to 
spread  the  cost  of  these  funds,  which  basically  provide  a 
kind  of  state  insurance  for  large  claims,  across  a  broad 
base  of  contributors,  among  all  those  providers  who  benefit 
from  the  fund's  existence.   This  would  certainly  work  as  well 
in  the  products  liability  field.   In  addition,  under  the 
patients'  compensation  funds,  doctors  and  hospitals  are 
relieved  of  the  task  of  estimating  how  much  insurance  will  be 
needed  to  cover  any  claims  brought  against  them  for  a  given 

o  o 

year.     This  would  be  of  equal  benefit  to  manufacturers. 

Since  provider  membership  is  on  a  voluntary  basis, 
the  volume  of  fund  assets  is  dependent  on  the  number  of 
physicians  willing  to  obtain  liability  insurance  up  to 
$100,000,  to  pay  the  annual  surcharges  into  the  fund,  and 


122 


theoretically  to  expose  themselves  to  unlimited  liability 
in  the  form  of  deficit  assessments  in  the  event  that  fund  assets 
are  insufficient  to  cover  its  obligations.   This  liability  for 
deficit  assessments,  when  combined  with  premiums  for  $100,000  in 
coverage  and  annual  surcharges,  also  suggests  the  possibility 
that  this  kind  of  state  fund,  while  beneficial  to  malpractice 
or  defective  product  victims,  might  be  more  expensive  for 
physicians,  or  for  manufacturers  in  the  products  liability 
context,  than  a  system  like  Brown-McNeely ,  under  which  they 
were  paying  a  single  premium  fee  for  a  larger  amount  of  coverage. 

Since  the  medical  malpractice  compensation  funds  are 
so  new,  it  is  difficult  to  determine  whether,  and  to  what 
extent,  they  will  encounter  financial  difficulties.   They  have  be 
established  in  conjunction  with  competitive  state  residual 
insurance  authorities,  as  seen  in  Indiana  and  Louisiana,  as  well 
as  with  competitive  JUA's  as  in  Pennsylvania  and  Florida.   As 
previously  discussed,  these  funds  should  theoretically 
encourage  private  insurers  to  stay  in  the  malpractice  market, 
while  providing  injured  patients  with  a  certain  method  of 
recovering  extensive  losses.   They  could  seemingly  be  utilized 
in  the  products  liability  area  as  well  with  JUA's  or  state 
residual  authorities,  although  different  limits  of  liability 
might  have  to  be  established.   Perhaps  such  action  should 
await  more  concrete  indications  as  to  their  success  or 
failure  in  the  malpractice  area. 
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4.   New  York 

One  final  model  for  a  state  insurance  fund  is 
provided  by  New  York's  Medical  Malpractice  Act.   This  Act 

initially  creates  a  "Medical  Malpractice  Insurance  Association," 

39 
or  JUA,    but  provides  for  the  subsequent  creation  of  an 

exclusive  state  medical  and  hospital  malpractice  fund,  in  the 
event  the  association  should  cease  its  underwriting  operations 
under  either  of  the  two  conditions:   (a)  a  final  judicial 
determination  by  the  highest  appellate  court  of  competent  juris- 
diction declaring  the  association  unconstitutional,  or  (b)  the 

exhaustion  by  the  association  of  all  its  assets  and  all 

40 
assets  of  the  stabilization  reserve  fund. 

Under  section  76.1  of  New  York's  Workmen's  Compensation 

Law,  a  state  fund  was  created  to  insure  employers  against 

liability  for  personal  injuries  or  death  sustained  by  their 

employees.   The  state  fund  for  medical  malpractice  insurance, 

if  created,  would  be  an  addition  to  this  state  workers'  compensation 

41 
fund.     Section  76.2-a(4)  of  the  Workmen's  Compensation  Law 

provides  that  the  assets  and  liabilities  of  the  medical  and 

hospital  fund  would  be  kept  separately  from  those  of  the  state 

workers'  compensation  and  disability  benefits  funds  although, 

under  §  77,  these  funds  would  all  be  administered  by  the  same 

board  of  commissioners. 

Since  one  possible  cause  of  the  fund's  creation 

is  the  insolvency  of  the  JUA,  various  provisions  are  included 

to  insure  this  fund's    solvency.   Premiums  under  the  fund,  for 
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personal  injury  liability  insurance  for  medical  and  hospital 
malpractice,  are  to  be  fixed  "at  the  lowest  possible  rates 
consistent  with  the  maintenance  of  a  solvent  medical  and 

hospital  malpractice  fund  and  of  reasonable  reserves  and 

42 
surplus  therefor."     The  "reserves"  and  "surplus"  referred 

to  are  "catastrophe  surplus  and  reserves,"  which  are  to  be 

set  aside  out  of  fund  monies  and  premiums  to  cover  the 

43 
"catastrophe  hazard."    Premiums  are  to  be  paid  at  the 

beginning  of  period  coverage,  based  on  estimated  exposures 

of  insureds,  but  may  be  adjusted  at  the  end  of  a  period, 

44 
to  reflect  actual  exposures  for  the  period  of  coverage. 

To  establish  and  maintain  the  working  capital  of  the  fund, 

every  new  policyholder  must  make  a  special,  one-time 

contribution  in  an  amount  fixed  by  the  fund,  but  not  to 

exceed  three  per  cent  of  the  policyholder's  first  year 

45 
premium.     As  a  final  measure  to  insure  the  fund's  solvency, 

the  Act  provides  that  each  medical  policyholder  in  the  fund 

be  liable  as  a  co-insurer,  on  all  sums  paid  out  by  way  of 

settlement  or  judgment,  as  against  the  policyholder  or  any 

claim  made  under  the  policy,  to  the  extent  of  25%  of  such 

sums,  limited  to  a  maximum  of  $3,000  on  any  one  claim  (the 

46 
maximum  is  $6,000  for  hospital  policyholders). 

Providing  f°r  the  fund's  exclusiveness  is 

seemingly  another  measure  to  insure  its  solvency,  especially 

in  the  wake  of  a  failing  JUA  that  was  competitive  with  the 
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commercial  market.   Making  such  a  fund  exclusive  assures  the 
inclusion  of  many  risks  with  favorable  loss  experiences,  in 
contrast  with  competitive  funds  which  often  end  up  serving 
only  the  most  hazardous  risks  with  very  unfavorable  loss 
experiences.   It  represents,  in  the  New  York  scheme,  a  final 
measure  to  guarantee  the  continuing  availability  of  medical 
malpractice  insurance,  only  after  a  competitive  JUA  has  either 
failed  financially  or  been  declared  unconstitutional.   Whether 
a  remedy  as  drastic  as  the  New  York  scheme,  with  its  total 
exclusivity,  is  necessary  in  the  products  liability  field 
is  certainly  open  to  question.   High  rates  and  pockets  of 
unavailability  do  not  seem  to  justify  a  plan  which  completely 
ignores  the  private  insurance  market  for  all  manufacturers  in 
a  state.   The  administrative  difficulties  of  creating  such  an 
exclusive  fund,  once  its  preceding  JUA  has  failed,  appear  to  be 
as  great  as  drafting  and  enacting  the  fund  when  it  becomes 
necessary. 


1  2  b 


NOTES 


See,  e.g. ,  N.Y.  Workmen's  Compensation  Law  §§  50,  52  (McKinney  1965) 
(amended  supp.  1975) . 

3  A.  Larson,  The  Law  of  Workmen's  Compensation  §  92.10  (1976). 
Six  states  created  exclusive  state  funds,  including  Nevada,  North  Dakota, 
Ohio,  Washington,  West  Virginia  and  Wyoming.   Ohio,  Washington  and  West 
Virginia  recognized  self-insurance  as  an  alternative.   See,  e.g., 
Ohio  Rev.  Code  Ann,  tit.  41,  §§  4123.29  et  seq.  (Page  1973).   Twelve 
states  have  competitive  state  funds:   Arkansas,  California,  Colorado, 
Idaho,  Maryland,  Michigan,  Montana,  New  York,  Oklahoma,  Oregon, 
Pennsylvania  and  Utah.   See,  e.g. ,  Cal.  Ins.  Code  §§  11770  et  seq. 
(West  1972) ;  N.Y.  Workmen's  Compensation  Law  §§  76  et  seq.  (McKinney 
1965).  

New  York's  law  provides  a  good  example  of  a  competitive  state  fund.   Under 
§  76  of  New  York's  Workmen's  Compensation  Law,  a  "state  insurance  fund" 
is  created  in  the  department  of  labor: 

[F]or  the  purpose  of  insuring  employers  against 
liability  for  personal  injuries  or  death  sus- 
tained by  their  employees,  ...  Such  fund  shall 
consist  of  all  premiums  received  and  paid  into  the 
fund,  of  property  and  securities  acquired  by  and 
through  the  use  of  moneys  belonging  to  the  fund 
and  of  interest  earned  upon  moneys  belonging  to 
the  fund  and  of  interest  earned  upon  moneys 
belonging  to  the  fund  and  deposited  or  invested 
as  herein  provided.   Such  fund  shall  be  applicable 
to  the  payment  of  losses  sustained  on  account  of 
insurance,  to  the  payment  of  expenses  in  the  manner 
provided  in  this  chapter  and  to  the  payment  of 
premiums  for  reinsurance  in  any  insurance  corpora- 
tion of  the  whole  or  any  part  of  any  policy  obliga- 
tions . 

N.Y.  Workmen's  Compensation  Law   §  76.1  (McKinney  1965).   Thus,  the  fund  is 
supported  entirely  by  premiums  paid  by  employers  insured  under  the  fund, 
with  no  provision  for  contribution  by  private  insurers.   The  fund  is 
administered  by  a  board  of  eight  commissioners,  Id.  §  77,  with  powers  to 
appoint  an  executive  director,  responsible  for  the  direction  and  operation 
of  the  fund,  an  attorney,  a  medical  director,  three  deputy  executive  direc- 
tors and  an  actuary.   I_d.  §  82. 

Policyholders  under  the  fund  are  divided  into  groups  for  purposes  of  account- 
ing and  for  declarations  of  dividends.   Such  divided  declarations  may  occur 
if  the  accounting  for  a  particular  group  shows  a  balance  remaining  to  the 
credit  of  the  group  at  the  close  of  a  policy  period.   Id.  §  90.   Premiums  for 
a  policy  period  are  paid  into  the  fund  at  the  beginning  of  the  period 
according  to  the  estimated  expenditure  of  wages  for  the  period,  with 
premium  adjustments  to  be  made  according  to  actual  expenditure  of  wages  at 
the  end  of  the  period.   Td.  §  92. 

The  New  York  statute  lists  no  eligibility  requirements  for  coverage  through 
the  fund.   Indeed,  it  is  sometimes  taken  for  granted  that,  in  states  with 
competitive  funds  for  workers'  compensation,  the  fund  should  solve  the 
undesirable  risk  problem  by  acting  as  residual  insurer  of  any  and  all  risks 
rejected  by  private  carriers.  3  Larson,  supra  n.2  §  92.52  at  508.91.   In  at 
least  one  jurisdiction,  however,  a  court  has  held  that,  under  certain  cir- 
cumstances, a  competitive  state  fund  may  reject  a  workers'  compensation 
insurance  aoplicant.   In  Gene  Autry  Productions  v.  Industrial  Commission, 
67  Ariz.  290,  195  P. 2d  143  (1948),  the  Industrial  Commission  of  Arizona 
had  demeci  petitioner's  application  for  a  standard  policy,  offering  instead 
a  policy  containing  certain  limited  conditions  of  coverage.   In  rejecting 
petitioner's  contention  that  the  state  fund  had  a  mandatory  duty  to  accept 
the  risk  on  the  basis  applied  for,  the  court  stated  that  one  of  the  primary 
duties  of  the  Commission  was  to  insure  the  solvency  of  the  state  fund 
and  held: 
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[W]here  the  Industrial  Commission  of  Arizona, 
in  managing  the  State  Compensation  Fund, 
determines  from  competent  evidence  that  to 
issue  a  policy  to  an  employer  in  the  State 
Compensation  Fund  in  employments  which  involve 
hazards  and  risks  of  such  a  nature  that  it 
would,  in  all  reasonable  probability,  result 
in  the  State  Compensation  Fund's  becoming 
insolvent,  the  Commission  is  within  its  juris- 
diction in  refusing  to  issue  a  policy  of 
insurance  under  such  circumstances.  ... 

[Hjowever,  where  it  is  shown  by  competent 
evidence  that  the  nature  and  character  of 
the  industry,  or  policies  and  practices  of  the 
employer  and  its  methods  of  operation,  or  the 
period  of  operation  in  Arizona  is  such  that  its 
business  is  not  "usual"  or  "average"  to  such  an 
extent  that  it  is  not  possible  to  establish  an 
"average  monthly  wage";  then  the  Commission  is 
justified  in  refusing  to  write  such  policy. 

67  Ariz,  at  297,  195  p. 2d  at  147-48.   With  respect  to  exclusive  state  funds, 
in  the  past  they  have  generally  accepted  all  applications  from  qualified 
employers  as  a  matter  of  routine  practice  and  the  question  of  the  right  to 
reject  risks  appears  not  to  have  arisen.   Since  there  would  still  be  a  duty 
to  protect  the  solvency  of  the  fund,  however,  it  seems  the  Arizona  court's 
argument  would  apply  with  equal  force  to  exclusive  funds.   Thus,  the  court 
indicated  that,  to  protect  the  solvency  of  the  state  fund,  certain  very 
hazardous  risks  could  be  rejected  by  this  residual  market.   However,  if  some 
other  provision  could  be  made  to  insure  the  solvency  of  the  fund,  such  as 
reinsurance,  the  fund  could  not  arbitrarily  refuse  to  issue  a  policy.   The 
Arizona  statute  evidently  had  no  provision  for  premium  adjustment  at  the  end 
of  the  period,  such  as  that  found  in  §  92  of  New  York's  Workmen's  Compensa- 
tion Law.   Therefore,  it  is  certainly  arguable  that  such  a  provision,  or 
some  other  means  of  assessing  additional  fees  to  cover  deficits,  would  meet 
the  Arizona  court's  requirement   of  insuring  fund  solvency,  thereby  prohibit- 
ing such  a  fund,  under  that  state's  law,  from  rejecting  any  applications  for 
coverage. 

While  certain  objective  standards  could  be  established,  such  as  those 
delineating  the  general  class  of  risks  for  which  fund  coverage  is  to  be 
provided,  the  validity  of  certain  eligibility  requirement  in  the  products 
liability  context  might  become  questionable,  in  light  of  the  Arizona  court's 
decision.   The  workers'  compensation  situation  may  be  distinguishable, 
however,  since,  under  state  workers'  compensation  laws,  all  employers  are 
required  to  secure  compensation  to  their  employees,  usually  through  either 
insurance  by  a  private  carrier  or  insurance  through  the  state  fund. 
See,  e.g.,  Ariz.  Rev.  Stats.  Ann.  §  23-961A.   Since  private  carriers  are 
generally  permitted  to  be  selective  in  their  choice  of  insureds,  there  is  a 
strong  argument  that  the  state  cannot,  on  the  one  hand,  require  employers 
to  "secure  compensation"  and,  on  the  other  hand,  refuse  to  insure  even  a 
particularly  hazardous  risk  in  its  insurance  fund.   This  argument  would  not 
be  available  where  no  financial  responsibility  or  security  requirement 
exists . 

3  A.  Larson,  supra  note  2,  §  92.10  at  508.68.   See  also  A.  Reede,  Adequacy 
of  Workmen's  Compensation,  Part  IV,  at  304  (Cambridge  1947) . 

A.  Reede,  supra  note  6,  at  304. 

3  A.  Larson,  supra  note  2,  §  92.10  at  508.68. 

Robert  Keeton  has  an  explanation  for  this  contrast  in  his  text,  Insurance 
Law   §  8.6(f)  (1972) : 
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Probably  the  different  choices  are  products  of 
different  political  environments  rather  than 
relevant  differences  in  characteristics  of 
workmen's  compensation  and  automobile  liability 
insurance.   State  funds  were  started  in  the 
workmen's  compensation  field  when  compensation 
insurance,  as  distinguished  from  employer's 
liability  insurance,  was  experimental.   Private 
insurers  were  not  so  active  and  effective  in 
trying  to  preserve  that  untested  field  of 
insurance  for  themselves  as  in  trying  in  the 
1950' s  to  keep  the  states  out  of  the  established 
field  of  automobile  liability  insurance. 

Id.  at  583  (footnote  omitted) . 

10.  Md.  Ann.  Code   art.  48A  §  243  et  seq.  (Supp.  1975).   The  Maryland  Automobile 
Insurance  Fund,  created  in  1973,  replaced  that  state's  former  assigned 

risk  plan  as  the  residual  insurance  market  for  automobile  risks.   The  fund 
is  supported  by:   (1)  premiums;  (2)  additional  motor  vehicle  registration 
fees  of  $1.50  to  be  paid  by  every  person  registering  a  motor  vehicle  for 
the  first  registration  year  only;  (3)  assessments  on  each  automobile 
liability  insurer  of  one  percent  of  its  net  direct  written  automobile 
liability  premiums  for  the  previous  calendar  year,  and  (4)  any  assets  left 
in  the  state's  Unsatisfied  Claim  and  Judgment  Fund,  which  was  terminated. 
Id.  §§  243A,  243C.   The  funds  collected  from  the  registration  fees  and  those 
collected  from  payments  by  insurers  are  kept  separate  from  funds  collected 
from  premiums  on  policies  issued  by  the  fund.   The  fees  and  payments  by 
insurers  are  to  be  used  only  for  the  payment  of  certain  claims  not  covered 
by  the  fund,  where  the  motor  vehicle  is  uninsured  or  the  identity  of  its 
owner  unascertainable.   The  premiums  are  to  be  used  only  for  payment  of 
claims  arising  under  policies  issued  by  the  fund.   Id.  §§  243  A (e ) ,  243  H. 
The  fund  is  authorized  to  issue  a  policy,  upon  payment  of  set  premiums,  to 
any  Maryland  resident  either  owning  an  automobile  validly  registered  in  the 
state  or  having  a  valid  Maryland  driver's  license,  and  who  either  (1)  has, 
in  good  faith,  tried  to  obtain  a  policy  from  at  least  two  private  insurers 
and  been  refused  or  rejected  for  any  reason  other  than  nonpayment  of 
premiums;  or  (2)  has  had  a  policy  cancelled  or  nonrenewed  by  a  private 
insurer  for  any  reason  other  than  nonpayment  of  premiums.   Id.  §  243  B(a). 
It  is  also  provided  that  the  fund's  executive  director  may,  at  any  time 
during  the  year,  calculate  the  probable  amount  which  will  be  needed  to 
carry  out  the  fund's  functions  and  meet  its  obligations  for  the  rest  of  the 
year.   If  the  director  estimates  that  the  balance  of  the  fund  will  be 
insufficient  to  meet  its  needs,  he  is  to  assess  an  additional  amount 
against  all  automobile  liability  insurers,  not  to  exceed  the  lesser  of  (1) 
the  estimated  deficiency,  or  (2)  an  additional  one  percent  of  the  aggregate 
net  automobile  liability  premiums  of  the  insurers.   Id.  §  243  A(c). 

11.  See  Hartford  Accident  &  Indemnity  Co.  v.  Ingram,  226  S.E.2d  498  (N.C. 
1976) . 

12.  Mich.  Stats.  Ann.  §  24 . 12502  (1)  ,  ( 2)  (a)  (Supp.  1976).   The  fund  is  managed  by  a  board 
of  directors,  consisting  of  the  commissioner,  state  treasurer  and  a  representative 
of  an  insurance  company  writing  malpractice  insurance  in  the  state,  all 
nonvoting  members,  and  for  each  class  of  eligible  provider  insured  by  the 

fund,  one  voting  member  from  the  public  and  two  voting  members  who  are 
eligible  providers  in  the  class.   Id.  §  24.12503(1).   A  class  of  health  care 
providers  becomes  "eligible  providers"  on  designation  by  the  commissioner, 
after  a  public  hearing  and  a  finding  that  the  class  of  providers  "cannot 
readily  obtain  malpractice  insurance  or  obtain  malpractice  insurance  for 
a  reasonable  premium."   This  designation  of  a  class  as  "eligible  providers" 
entitles  any  provider  in  that  class  to  obtain  malpractice  insurance  from 
the  fund  if  the  provider  is  legally  entitled  to  provide  services  in  the 
state,  has  a  primary  place  of  business  in  the  state,  and  pays  the  premium 
charged.   Id.  §  24.12505(1). 
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13.  Icl.  §  24.12501(a).   In  addition  to  the  premiums  charged  to  those 
eligible  providers  actually  insured  by  the  fund,  assessments  are  also 
charged  to  the  private  malpractice  insurers  of  other  designated  eligible 
providers,  which  assessments  must  be  remitted  to  the  fund  as  a  condition 
of  the  insurer's  writing  malpractice  insurance  in  the  state.   Id. 

§  24.12511(1).   However,  under  the  statute,  such  assessment  may- be  either 
absorbed  by  the  insurer,  in  whole  or  in  part,  or  passed  on  to  the  eligible 
providers  insured.   Id. §  24.12511(2).   These  provisions  for  assessments  of 
malpractice  insurers  and  the  passing  on  of  assessments  to  the  entire  class  of 
eligible  providers  furthers  the  statute's  declared  policy  that  all  providers, 
being  beneficiaries  of  the  state  fund's  assurance  of  insurance  availability, 
bear  its  cost.   Id.  §  24.12506. 

14.  See  supra  note  11. 

15.  The  Michigan  act  makes  no  provision  for  minimum  or  maximum  amounts  of 
coverage  to  be  offered  by  the  fund.   These  amounts  are  to  be  included  in  the 
board's  plan  of  operation  under  §  24.12508(d). 

16.  Ind.  Stats.  Ann.  §  16-9.5-8  (Burns  Supp.  1976);  Louisiana  Stats.  Ann, 
tit.  40,  §  1299.46  (Supp.  1976). 

17.  I.S.A. ,  supra  §  16-9.5-8-2;  L.S.A. ,  supra  §  1299.46  B. 

18.  I.S.A. ,  supra   §§  16-9.5-8-3,  16-9.5-8-4;  L.S.A. ,  supra  §§  1299. 46C, 
1299.46  D. 

19.  Comment,  "Recent  Medical  Malpractice  Legislation — A  First  Checkup," 
50  Tul.  L.  Rev.  655,  664  (1976). 

20.  Id. 

21.  I.S.A. ,  supra  §  16-9. 5-2-2 (b) ; 
L.S.A. ,  supra  §  1299.42B(2). 

22.  I.S.A. ,  supra  §§  16-9.5-2-1,  2-6;  L.S.A. ,  supra  §§  1299.42  A,  .42E. 

23.  I.S.A. ,  supra  §  16-9.5-4;  L.S.A. ,  supra  §  1299.44. 

24.  I. S.A. ,  supra  §  16-9.5-4-2.5.   The  fund  is  then  subrogated  to  all  of 
claimant's  rights  against  the  health  care  provider,  his  surety  or  liability 
insurer  with  interest,  reasonable  costs  and  attorneys'  fees. 

25.  I.S.A. ,  supra  §  16-9.5-4-1;  L.S.A. ,  supra  §  1299. 44A. 

26.  I.S.A. ,  supra  §  16-9.5-4-3;  L.S.A. ,  supra  §  1299. 44C 

27.  I.S.A. ,  supra  §  16-9.  5-2-2 (a)  ;  L.S.A. ,  supra  §  1299.42B(1).   One  recent 
decision  and  various  other  authorities  indicate  that  such  a  limitation 
on  recovery  may  be  unconstitutional  on  both  state  and  federal  grounds. 
See  Wright  v.  Central  Du  Page  Hospital  Association,  63  111.  2d  213,  347 
N.E.2d  736  (1976);  Note,  "A  Constitutional  Perspective  On  The  Indiana 
Medical  Malpractice  Act,"  51  Ind.  L.  J.  143  (1975);  Comment,  supra 

note  19,  50  Tul.  L.  Rev,  at  667  (1976).   Also,  there  is  the  possibility  that  such 
limits  on  recovery,  if  instituted  in  only  a  few  jurisdictions,  could  create  some 
choice  of  law  and  "forum  shopping"  problems  in  the  products  liability  context. 
In  Kilberg  v.  Northeast  Airlines,  Inc. ,  9  N.Y.2d  34,  172  N.E.2d  526,  211  N.Y.S.2d 
133  (1961),  which  dealt  with  the  Massachusetts  limitation  on  wrongful  death  recovery, 
the  court  suggested  that  an  injured  plaintiff  might,  under  some  circumstances,  be 
able  to  avoid  the  limitation  on  recovery  in  his  own  state,  by  bringing  suit  in  a 
jurisdiction  which  did  not  impose  such  a  limit.   However,  the  extent  to  which  the 
Kilberg  rationale  would  be  followed  by  other  courts,  in  a  context  other  than 
wrongful  death,  is  uncertain. 


130 


28.  Comment,  supra  note  19,  50  Tul.  L.  Rev,  at  665. 

29.  I.S.A.  ,  supra  §  16-9 . 5-4-1  ( j )  ;  L.S.A.  ,  supra  §  1299.44A(7). 

30.  comment,  supra  note  19,  50  Tul.  L.  Rev,  at  666  (footnote  omitted).   In  a  note 
to  this  comment  on  the  questionable  constitutionality  of  the  fund,  the  author 
referred  to  his  later  discussion  of  the  constitutional  question  with  respect 
to  the  $500,000  limitation  on  recovery.   See  authorities  cited,  n.27. 

31.  It  should  be  noted  that  there  may  be  a  constitutional  problem  with  the  two 
statutes.   Both  statutes  provide  that  if,  with  excess  claims  over  $100,000, 
no  agreement  can  be  reached  as  to  what  should  be  paid  out  of  the  patient's 
compensation  fund,  the  "court"  shall  determine  the  amount  of  the  damages 
over  $100,000.   I.S.A. ,  supra,  §  16-9.5-4-3(5);  L.S.A. ,  supra,  §  1299.44C(5). 
One  commentator  assumes  that  "court"  refers  to  the  presiding  judge  and  that 
this  may  constitute  a  violation  of  both  state  and  federal  guarantees  of 
trial  by  jury.   See  Note,  supra  note  27,  51  Ind.  L.  J.  at  154-55.   This 
potential  problem  has  been  avoided  in  some  states  by  allowing  the  fund 

to  defend  any  excess  claims.   Fla.  Stats.  Ann.  §  627.353  (3) (e) (1)  (as 
amended  1976  Fla.  Session  Law  Service  c.  76-260  §  6) ;  Ore.  Rev.  Stats. 
§§  752.060,  752.120  (1975);  1976  Wis.  Legis.  Service  c.  37, sub.  IV  ,§  655.27 
(5) (a).   Under  this  plan,  if  damages  are  awarded  in  excess  of  coverage,  the 
claimant  may  recover  from  the  fund  with  no  further  review  of  the  damage 
award.   Certainly  a  products  liability  statute  could  have  a  similar  provision. 

32.  Fla.  Stats.  Ann.  §  627.353(3)  (as  amended  1976  Fla.  Session  Law  Service 
ch.  76-260  §  6);  Ore.  Rev.  Stats,  ch.  752  (1975);  Pa.  Stats.  Ann,  tit.  40, 
§§  1301.701  et  seq.  (Purdon  Supp.  1976);  1976  Wis.  Legis.  Service  ch.  37, 
subch.  iv. 

33.  1976  Wis.  Legis.  Service  ch.  37, subch.  iv,§  655.27(3).   See  also  Fla. 
Stats.  Ann.,  supra  note  32  ,§  627 . 353  (  3)  (c) . 

34.  1976  Wis.  Legis.  Service  ch.  37, subch.  iv, §  655. 27 ( 5) (d) .   Wisconsin's 
limitation  on  physician  liability  is  also  different  from  those  in  Indiana 
and  Louisiana,  being  $200,000  per  claim  and  $600,000  per  year.   Thus 

the  fund  only  pays  amounts  in  excess  of  these  figures. 

35.  Ore.  Rev.  Stats. ,  supra  note  32, §  752.070(2).   The  statute  further  provides 
that,  at  the  conclusion  of  the  period  when  all  final  judgments,  awards 

and  approved  settlements  for  a  year  are  ascertained,  the  commissioner 
shall  pay  all  entitled  claimants  their  full  remaining,  unpaid  claim,  with 
interest,  if  the  fund  is  sufficient,  or  pay  them  a   pro  rata  share  of  the 
remainder  if  the  fund  is  insufficient  to  pay  them  all  in  full  at  that  time. 

36.  Pa.  Stats.  Ann.,  supra  note  32,  tit.  40, §  1301.703. 

37.  Id. 

38.  Note  "The  Florida  Medical  Malpractice  Reform  Act  of  1975,"  4  Fla.  St.  U.  L. 
Rev.  50,  98  (1976). 

39.  N.Y.  Insurance  Law  §§  682-695  (McKinney  Supp.  1975). 

40.  N.Y.  Workmen's  Compensation  Law  §  105-a  (McKinney  Supp.  1975). 

41.  Id.  §  76.2-a(l) . 

42.  Id.  §  89-a. 

43.  Id.  §  86-b. 

44.  Id.  §  92-a. 

45.  Id.  §  102. 

46.  Id.  §  103. 
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3.   Federally  Created  Mechanisms 
a.   Federal  Insurance 
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FEDERAL  INSURANCE 

I. 

Introduction 

One  of  the  most  basic  concepts  in  insurance  is  that 
of  spreading  the  risks  over  as  great  a  number  of  insureds  as 
possible.   This  "pooling  mechanism"  rests  on  the  premise  that, 
with  a  great  number  of  participants  in  the  pool,  the  misfortune 
of  one  participant  does  not  greatly  disturb  or  increase  the 
costs  to  the  other  participants.   It  has  been  suggested  that 
a  federal  pooling  device  for  products  liability  insurance 
would  create  the  largest  possible  pool  of  manufacturers  and 
thereby  best  spread  the  risk.*  However,  there  are  also  indi- 
cations that,  if  the  private  insurance  industry  created  a 
nationwide  pool,  it  would  still  be  economically  unfeasible 
without  a  federal  subsidy. 

The  simplest  method  of  creating  a  nationwide  federal 
pooling  device  is  through  federal  insurance,  a  mechanism  whereby 
the  federal  government  becomes  an  insurer  and  sells  insurance 
to  certain  high  risk  insureds.   Losses  are  paid  by  this  federal 
insurer  out  of  premiums  collected,  as  well  as  out  of  general 
revenues.   Often  there  is  a  hidden  subsidy  in  the  government's 
paying  for  some  administrative  costs  that  a  private  insurer 
would  finance  out  of  its  premium  flow.   Historically,  the 
federal  government  has  provided  insurance  where  losses  are 


*See  note,  page  i 
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great  and  where,  without  insurance,  the  taxpayer  would  end  up 
paying  for  the  losses  indirectly,  through  government  assistance 
to  the  victims. 

The  existing  models  of  federal  insurance  which  seem, 

in  some  way,  related  to  the  products  liability  problem  and 

2 
which  have  been  selected  for  study  are  crop  insurance,   flood 

3        .  4 

insurance,   crime  insurance,   nuclear  energy  liability 

5  6 

insurance   and  the  swine  flu  immunization  program.    To  be 

sure,  other  areas  where  the  federal  government  has  made  an 
entry  into  the  insurance  field  have  been  considered  briefly. 
However,  they  are  all  characterized  by  such  different  con- 
siderations of  policy  that  discussion  of  them  is  omitted  as 

not  relevant  or  helpful  to  the  present  analysis.   They  include 

7 
federal  deposit  insurance   (including  federal  savings  and  loan 

insurance  and  share  insurance  for  credit  unions) ,  war  risk 

insurance,   retirement  insurance,   health  and  medical  insurance, 

old  age,  survivors  and  disability  insurance,    mortgage  and 

12  13 

housing  insurance,    federal  check  forgery  insurance, 

,  _   .  .  14  .  15 

unemployment  insurance,    government  employees  insurance, 

veterans  life  insurance,    Export-Import  Bank  tangible  property 

17  18 

insurance,    postal  insurance,    loans  insured  by  federal 

19    ,  . 
agencies,    and  insurance  requirements  under  government 

contracts . 
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II. 
Assessment 

The  federal  government  is  theoretically  best  suited  to 
establish  the  largest  pool  of  products  liability  insureds  and 
thereby  to  create  the  cheapest  products  liability  insurance. 
However,  there  are  many  practical  difficulties  with  this 
theory.   If  the  problem  which  creates  the  risk  is  not  affected 
greatly  by,  for  example,  changes  in  the  tort  law,  a  federal 
insurance  program  may  be  extremely  expensive.   The  models 
illustrate  that  federal  insurance  has  generally  been  an  expensive 
remedy  for  large  national  problems.   The  problems  for  which  it 
attempts  to  insure  the  risks  are  those,  such  as  flood  and 
crime,  which  are  believed  to  take  a  long  time  to  solve.   It 
is  certainly  questionable  whether  product  injuries  are  the 
same  type  of  problem.   If  product  injuries  themselves  are  the 
problem,  then  the  risk  created  may  indeed  be  long  term.   How- 
ever, if  it  is  the  tort  law's  view  of  an  injury  that  has 
created  the  large  number  of  claims,  then  this  problem  is  not 
necessarily  long  term,  and  may  not  be  a  good  candidate  for 

federal  insurance,  which  in  the  past  has  only  been  used  to 

21 
resolve  long  term  insurance  problems.     At  any  rate,  it  is 

very  likely  that  federal  insurance  could  be  an  expensive 

burden  on  taxpayers,  and  not  an  easy  program  to  terminate  once 

created. 
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The  models  discussed  also  point  out  some  more 
specific  difficulties  with  such  a  program.   For  a  products 
liability  insurance  mechanism  to  have  its  maximum  effect  in 
encouraging  risk  prevention,  insureds  with  a  history  of 
fewer  accidents  should  be  rewarded  with  lower  premiums. 
This  would  require  individualized  underwriting.   Although 
products  liability  coverage  is  now  generally  written  as  a 
part  of  a  comprehensive  general  liability  or  commercial 
multi-peril  policy,  with  no  systematic  individualization 
based  on  the  safety  of  the  insured's  products,  a  federal 
insurance  program  would  probably  separate  out  products 
liability  coverage,  making  individualized  underwriting  at 
least  a  feasible  goal. 

The  rate-setting  experience  necessary  for  proper 
underwriting  in  this  field,  however,  would  require  a  major 
effort  by  the  federal  insurer.   The  massiveness  of  this  task 
can  be  imagined  by  looking  at  the  fact-finding,  involving 
a  number  of  government  agencies,  which  was  necessary  with 
other  forms  of  federal  insurance.   Because  rate-setting  is 
such  a  major  expense,  it  appears  that  the  private  property- 
casualty  insurance  industry,  with  its  general  liability  under- 
writing experience  and  its  existing  number  of  underwriters, 
would  be  more  efficient  at  rate-setting  than  a  new  and 
inexperienced  federal  agency. 

This  rate-setting  and  fact-finding  aspect  is  related 
to  the  possible  imposition  of  safety  regulations.   If  a 
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federal  insurer  has  to  determine  how  dangerous  a  product  is, 
it  then  has  the  knowledge  to  understand  what  safety  regulations 
are  necessary  to  prevent  the  danger.   Compliance  with  these 
regulations  could  be  made  a  precondition  to  acquiring 
insurance.   However,  a  straight  imposition  of  safety  regulations 
may  be  a  more  effective  way  of  preventing  losses.   Technology 
changes  rapidly,  but  insurance  policies  usually  extend  one  to 
three  years,  and  the  present  problem  is  very  immediate. 

Finally,  a  federal  products  liability  insurance 
program  raises  significant  issues  of  federalism  and  the 
capabilities  of  the  federal  bureaucracy.   Through  this  solution, 
Congress  would  be  committing  the  nation  to  a  single  approach 
in  an  area  now  managed  by  private  industry  and  the  states. 
Although  it  must  be  conceded  that  the  current  problem  affects 
insurers  and  insureds  in  nearly  all  the  states,  it  is  signifi- 
cant to  note  that  the  Federal  Insurance  Administrator  has 

called  for  diminishing  the  federal  role  in  insurance  in  his 

22 

proposal  for  full  insurance  availability.     Thus,  if  a 

federal  remedy  is  used,  it  seems  preferable  to  rely  on  a  method 
that  would  integrate  existing  systems,  such  as  a  federal 
reinsurance  program,  rather  than  on  federal  insurance. 

III. 

Models 
In  viewing  each  of  the  existing  insurance  plans,  there 
are  a  number  of  factors  which  can  be  identified  and  discussed. 


See  note,  page  i. 
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The  first  consideration  is  the  situation  which  prompted  Congress 
to  act.   The  next  factor  is  the  governmental  mechanism  which 
Congress  thought  necessary  to  increase  the  availability  of 
affordable  insurance  in  each  instance.   The  analysis  then 
looks  at  the  evidence  at  this  time  as  to  the  success  or  failure 
of  each  program.   Finally,  it  is  necessary  to  consider  the 
similarity  or  dissimilarity  of  such  programs  to  a  program  of 
federal  products  liability  insurance. 
A.   Crop  Insurance 

Against  the  background  of  the  Great  Depression,  the 
Dust  Bowl,  and  the  emergence  of  the  New  Deal,  the  Federal 
Crop  Insurance  Corporation  (FCIC)  was  created  in  19  38  with 
authority  to  insure  producers  of  wheat  on  a  national  basis 

against  loss  of  yield,  due  to  unavoidable  causes,  commencing 

23 

with  the  19  39  crop.     An  amendment  to  the  act  authorized 

the  insuring  of  cotton  on  the  same  basis,  starting  with  the 
19  42  crop.   Because  the  ratio  of  indemnity  losses  to  premiums 
was  nearly  2  to  1,  Congress  did  not  provide  funds  in  1944  and 
1945,  except  for  the  liquidation  of  prior  crop-year  contracts. 
The  insurance  program  was  then  reinstated  and  extended  to 

permit  the  insuring  of  flax  on  a  national  basis  and  other 

24 
commodities  on  a  trial  basis. 

In  1947,  legislation  was  enacted  to  restrict  crop 

insurance  to  counties  where  income  from  insured  crops  was  of 

primary  importance,  where  failure  of  the  insured  crop  would 
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result  in  economic  disaster,  and  where  it  appeared  that  a 

25 

sound  crop  insurance  program  could  be  successfully  operated. 

This  county -by-county  approach,  rather  than  insurance  on  a 
national  basis,  continues  to  be  at  the  heart  of  the  federal 
crop  insurance  program.     The  policy  established  provides 

for  the  Government  a  program  for  extension  of  coverage  only 

27 

in  accordance  with  experience  and  future  needs.     In  this 

way,  the  program  appears  to  be  meeting  the  purposes  articulated 
in  the  legislation — to  improve  the  economic  stability  of 
agriculture  and  to  provide  the  means  for  the  research  and  data 

accumulation  helpful  in  maintaining  the  soundness  of  the  crop 

28 
insurance  system. 

After  the  redirection  of  the  program  in  1947,  it 

is  generally  believed  that  the  administrators  gained  a  vast 

29 

amount  of  beneficial  experience.     In  the  years  1948-1962, 

premiums  exceeded  indemnities  by  more  than  $13.7  million. 

With  this  record  of  success  in  mind,  Congress  expanded  the 

31 
maximum  yearly  growth  rate  of  the  program  in  1964. 

F.C.I.C.  is  wholly  Government-owned,  with  capital 

32 
stock  of  $100  million.     Participating  farmers  pay  a  premium 

for  the  protection  they  get  against  crop  losses.   Coverage 

is  not  allowed  to  exceed  75%  of  the  recorded  or  appraised 

average  yield  of  the  commodity  on  the  particular  insured  farm, 

33 
unless  F.C.I.C.  prescribes  an  adjustment  in  that  percentage. 

Premiums  in  effect  for  the  various  crops  are  designed  to  cover 
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losses  and  provide  for  a  reasonable  reserve,  exclusive  of 

34  ... 

administrative  costs.     Most  of  the  administrative  cost  is 

paid  from  appropriations.   However,  some  administrative  costs 

35 
and  loss  adjustment  costs  have  been  paid  out  of  premiums. 

Although  indemnities  exceeded  premiums  by  substantial  amounts 

in  1967,  1968  and  1969, 36  by  the  end  of  1973,  F.C.I.C. 

experienced  a  fourth  consecutive  year  in  which  premiums  ex- 

37 
ceeded  indemnities  paid. 

F.C.I.C.  is  expanding  a  successful  experiment  with 
an  improved  management  practice.   Under  this  new  actuarial 
approach,  insured  farmers  qualify  for  higher  protection  by 

meeting  specified  cultivation  practices  to  increase  production 

3  8 
prospects.     This  is  a  step  toward  individualized  underwriting, 

aimed  at  providing  sounder  and  more  equitable  insurance  offers. 

Experience  indicates  that  such  individual  underwriting  is  the 

soundest  and  most  practical  method.   Critics  of  federal  crop 

insurance  complain  that  it  is  "special  interest"  legislation 

which,  in  effect,  further  subsidizes  farmers,  who  are  a 

small  segment  of  the  society.   The  same  complaints  would 

probably  be  addressed  to  a  proposal  for  Federal  products 

liability  insurance,  the  primary  beneficiaries  of  which  would 

be  manufacturers.   However,  in  both  cases,  the  general  public 

is,  at  very  least,  a  secondary  beneficiary,  in  that  the  nation's 

economy  as  a  whole  benefits  from  the  assurance  that  large  numbers 

of  neither  farmers  nor  manufacturers  are  forced  into  bankruptcy. 
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It  certainly  can  be  forcefully  argued  that  an  act  is  not 
really  "special  interest"  legislation  when  it  benefits 
and  sustains  a  critical  element  of  the  society.   The 
difficulty  of  implementing  the  two  programs,  products 
and  crop  insurance,  are  comparable.   Any  products  liability 
insurance  program  would  suffer  from  a  lack  of  available 
data  as  to  the  many  variables  upon  which  budgeting,  premium 
rate-setting,  and  planning  for  a  sound  program  should  be 
based.   It  should  be  fully  recognized  from  the  discussion 
above  that  it  took  years  of  experience  and  adjustments  in 
the  program  to  make  crop  insurance  work  properly.   Thus, 
a  real  question  exists  as  to  whether  the  government  can 
afford  that  type  of  experimentation  with  a  form  of  liability 
insurance,  where  it  is  conceivable  that  any  consumer,  worker 
or  bystander  in  the  country  can  file  a  claim.   Also,  since 
the  law  of  products  liability  has  changed  so  much  in  recent 
years,  the  desired  data  simply  does  not  exist  anywhere  in 
the  insurance  field  because  the  factors  affecting  loss  have 
not  remained  constant.   Comparable  data  with  respect  to 
crops  was  also  unavailable  when  the  crop  insurance  program 
was  initiated.   This  lack  of  data  was  at  least  partially  the 
cause  of  economic  disaster  during  the  first  several  years  of 
the  crop  insurance  program.  Moreover,  certain  statistics 
necessary  to  individualize  underwriting  are  apparently  still 
unavailable  as  the  program  approaches  its  30th  year  since 
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1947.   Thus,  Congress  would  want  to  consider  the  likelihood 
of  comparable  difficulties  hampering  the  implementation  of 
a  federal  products  liability  insurance  program. 

The  crop  insurance  program  was  able  to  exist 
and  attain  financial  soundness  for  a  number  of  years  without 
individualized  underwriting.   It  was  apparently  simply  assumed 
that  any  farmer  would  try  to  save  his  crop  as  much  as  any 
other  farmer.   Whether  or  not  this  was  true,  it  was  certainly 
a  more  comparable  risk  factor  than  that  between  the  liability 
of  different  manufacturers.   It  is  impossible  to  imagine 
that  a  power  press  manufacturer  and  a  ball  point  pen  manu- 
facturer have  the  same  potential  liability,  even  in  propor- 
tion to  gross  sales.   A  successful  program  would  therefore 
necessarily  require  individualized  underwriting.   This 
would  certainly  add  to  administrative  costs,  making  the 
whole  program  more  expensive. 

It  is  not  clear  why  the  goal  of  the  crop  insurance 
program  has  not  been  to  make  premiums  cover  the  administra- 
tive costs  and  loss  adjustment  costs  of  the  program,  as 
well  as  the  indemnities.   Nevertheless,  it  is  a  fact  that  the 
nation's  general  tax  revenues  subsidize  these  administra- 
tive costs  annually.   Whether  a  similar  subsidy  for  a  federal 
products  liability  insurance  program  would  be  acceptable 
to  Congress  is  an  open  question.   Because  of  the  necessity 
of  individualized  underwriting  and  the  fact  that  there  are 
presumably  more  manufacturers  than  farmers,  this  adminis- 
trative cost  would  be  greater  with  products  insurance  and 
much  harder  to  justify.   It  should  be  recognised  that 
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crop  insurance  was  enacted  to  prevent  what  is  really  an  un- 
avoidable loss.   There  is  really  nothing  in  this  insurance 
mechanism  which,  in  any  way,  prevented  drought,  tornado  or 
any  of  the  other  blights  visited  on  farmers.   On  the  other 
hand,  a  substantial  portion  of  the  losses  arising  under 
products  liability  are,  in  some  sense,  avoidable.   A  federal 
products  liability  insurance  program  limited  to  covering 
unavoidable  losses  would  probably  not  solve  the  current 
products  liability  insurance  dilemma.   It  would  also  require 
a  precise  definition  of  unavoidability  which  is  not  readily 
apparent  in  the  products  liability  field. 

Another  important  distinction  of  crop  insurance 
is  the  neat  geographical  packages  of  risk  it  allows.   The 
economic  disaster  of  the  original  federal  crop  insurance 
program  on  a  national  basis  spurred  Congress  to  limit  to  a 
small  number  of  counties  initially  and  then  to  allow  expansion 
into  a  set  number  of  new  counties  each  year.   It  is  doubtful 
that  a  federal  products  liability  insurance  program,  seeking  to 
use  the  success  of  the  crop  insurance  program  as  a  precedent, 
could  take  effect  on  a  county-by-county  or  even  state-by-state 
basis  and  still  be  effective.   Perhaps  an  industry-by-industry 
basis  is  the  proper  analogy  here.   However,  it  is  recognized 
that  some  particular  industries  are  presently  experiencing  the 
greatest  difficulty  with  products  liability  insurance.   It  is 
reasonable  to  conclude  therefore,  that  insuring  these  problem 
industries  would  produce  a  disastrous   and  unacceptable  loss 
ratio. 
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B.   Flood  Insurance 
1 .   Description 

The  National  Flood  Insurance  Program  makes  insurance 
available  in  flood-prone  areas  and  fosters  local  flood  plain 
management  measures  to  reduce  flood  losses.   The  program  is 
administered  by  the  Federal  Insurance  Administration  (FIA) 
under  the  authority  of  the  National  Flood  Insurance  Act  of  1968 

(part  of  the  Housing  and  Urban  Development  Act  of  1968) ,  as 

39 
amended,  and  the  Flood  Disaster  Protection  Act  of  1973. 

The  Federal  Government  had  already  assumed  much  of 

the  responsibility  for  providing  relief  and  some  forms  of 

indemnification  for  property  losses  resulting  from  floods 

40 
through  special  disaster  legislation.     In  addition  to  relief, 

the  Federal  Government  had  spent  large  sums  of  money  for  flood 

prevention.   However,  because  of  the  high  risks  and  the  lack  of 

underwriting  standards,  the  private  insurance  industry  was  not 

41 
making  any  flood  insurance  available  to  the  public. 

Therefore,  after  failing  to  implement  flood  insurance 

legislation  in  1956,  or  pass  any  in  1962,  1963  and  1965,  the 

42 
Congress  passed  the  National  Flood  Insurance  Act  of  1968,    as 

part  of  the  Housing  and  Urban  Development  Act  of  1968.   It 
authorized  a  voluntary  national  flood  insurance  program,  admin- 
istered by  the  Federal  Insurance  Administration  (F.I. A.)  within 
the  Department  of  Housing  and  Urban  Development  (H.U.D.),  under 
which  flood  insurance  was  made  available  to  residential  and  other 
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occupants  of  flood-prone  areas  through  the  cooperative  efforts 
of  the  federal  government  and  the  private  insurance  industry. 

The  two  principal  objectives  of  the  1968  Act  were 
to  make  available  to  residents  of  flood-prone  areas  flood 
insurance  at  reasonable  rates  through  the  means  of  a  federal 
premium  subsidy  and  to  encourage  local  jurisdictions  to  enact 
and  enforce  land  use  and  control  measures  designed  to  guide 

the  rational  use  of  the  flood  plain  as  a  condition  for  the 

43 
availability  of  federally  subsidized  flood  insurance. 

The  basic  framework  of  the  program  begun  in  1968 

remains  in  effect  today.   The  facilities  of  the  private  insurance 

44 
industry  are  fully  utilized  in  carrying  out  the  program.     Private 

insurance  companies  can  either  assume  a  portion  of  the  risk  in 

•  •  45 

carrying  out  the  program  or  can  participate  on  a  non-risk  basis. 

Risk-sharing  companies  commit  risk  capital  to  an  industry  pool 

46 
which  absorbs  a  share  of  the  losses  and  expenses  of  the  program. 

The  federal  government  makes  premium  equalization  payments  to  the 

pool,  defraying  approximately  90%  of  the  cost  for  every  policy 

47 
sold.     The  government  also  provides  reinsurance  coverage  to 

the  pool  for  excessively  high  losses,  with  the  insurance  companies 

in  the  pool  paying  a  premium  to  the  government  for  this  reinsur- 

48 
ance  coverage  in  years  of  low  flood  losses.     Non-risk-bearing  in- 
surance companies  participate  in  the  program  as  fiscal  agents  of 

49 
the  pool.     Under  this  system,  they  are  basically  selling 
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their  ability  to  collect  premiums  and  administer  and  service 
policies  to  the  federal  insurer.   The  statute  also  permits  as 
an  alternative,  if  the  Secretary  of  H.U.D.  finds  it  necessary, 

an  all-federal  program  which  could  exclude  participation  by 

50 
the  private  insurance  industry  entirely. 

The  initial  implementation  of  the  1968  program  had  to 
await  the  accumulation  of  a  variety  of  data.   There  had  never 
been  a  previous  identification  of  all  of  the  flood-prone  com- 
munities in  the  United  States,  much  less  an  identification  of 
the  specific  boundaries  of  the  flood  plains  within  those  com- 
munities, which  the  legislation  required.   Furthermore,  rate 
data  for  anything  other  than  residential  properties  was  unavail- 
able.  Thus,  the  legislation  called  for  studies  to  establish 

51 
appropriate  rates  for  business,  agricultural  and  other  properties. 

While  structures  other  than  buildings  (such  as  bridges,  dams  and 

roads)  cannot  be  insured,  the  program  does  provide  coverage  for 

all  types  of  buildings,  whether  owned  publicly  or  privately,  and 

regardless  of  profit  or  nonprofit,  religious,  industrial,  commer- 

52 
cial,  or  agricultural  use.     Rate  studies  on  an  area-by-area  basis 

were  carried  out  by  various  governmental  agencies  in  all  of 

54 
these  categories.     The  studies  led  to  estimated  risk  premium 

rates  (actuarial  rates)  for  flood  insurance  comparable  to  what 

55 
the  private  insurance  industry  might  use.     The  Secretary  of 

HUD  was  then  free  to  offer  rates  to  the  public  at  much  less  than 

risk  premium  rates  on  the  basis  of  what  would  be  reasonable  to 
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56 
encourage  the  purchase  of  flood  insurance.     The  House  Banking 

and  Currency  Committee  defended  this  federal  subsidy  to  the 

benefit  of  property  owners  already  occupying  the  flood  plain 

only  as  part  of  an  interim  solution  to  long-range  readjustments 

57 
in  land  use.      It  expected  this  to  be  a  temporary  subsidy, 

which  would  not  be  at  all  valid  for  new  properties  in  the  flood 

58 
zones . 

Dissatisfaction  with  the  1968  program  arose  from  the 

fact  that  FIA  achieved  no  real  success  in  carrying  out  the 

Congressional  intent  for  land  use  and  control  measures  to  be 

59 

coupled  with  the  insurance  program.     Thus,  Congress  passed 

the  Flood  Disaster  Protection  Act  of  1973  to  mandate  the 
implementation  of  sound  land  use  in  connection  with  federal 
flood  insurance. 

The  law  now  requires  the  purchase  of  flood  insurance 
in  communities  where  federal  insurance  is  available  if  a  property 
located  in  a  flood-prone  area  is  to  receive  any  form  of  federal 
financial  assistance  for  construction  or  acquisition  purposes. 
It  also  forbids  all  federally-supervised  lending  institutions 
(national  banks,  federal  savings  and  loan  associations  and  other 
similar  institutions)  from  making  a  loan  in  connection  with  a 
property  in  an  identified  flood-prone  area  unless  that  property 
has  the  necessary  flood  insurance.      The  sole  exemption  on  the 
basis  of  self-insurance  is  that  given  to  state-owned  property 
which  HUD  determines  is  adequately  covered  under  an  existing 
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state  insurance  fund. 

The  program  is  now  specifically  intended  as  a  sub- 
stitute and  eventual  replacement  for  federal  disaster  relief 

64 
from  floods.     More  property  owners  in  flood-prone  areas  are 

now  required  to  be  aware  of  the  flood  hazards  and  contribute 

to  their  own  protection,  with  the  result  that  they  are  more 

fully  indemnified  when  a  flood  loss  actually  occurs  without 

65 
having  to  repay  a  federal  disaster  loan. 

To  finance  the  program,  the  Secretary  of  HUD  is 

authorized  to  borrow  $500  million  from  the  U.S.  Treasury,  an 

66 
amount  which  was  increased  from  $250  million  in  1973.     An 

additional  $500  million  is  available  if  the  approval  of  the 
President  is  obtained  and  Congress  is  notified.     The  legis- 
lature obviously  realized  at  the  outset  the  enormous  expense  of 
such  a  program. 

Formerly,  the  law  limited  the  amount  of  insurance 
allowed  to  be  in  force  under  the  government  program.   The 
original  legislation  contained  a  $2.5  billion  limit,  raised 
to  $4  billion  in  February  1973  and  then  to  $  6  billion  in  June 
19  73.     The  Flood  Disaster  Protection  Act  of  1973  removed  any 
such  limitation.   It  was  the  Senate  Banking,  Housing  and  Urban 
Affairs  Committee's  view  that: 

It  makes  very  little  sense  to  mandate  a  greatly 
expanded  national  flood  insurance  program  and 
then  to  impose  an  arbitrary  dollar  limit  on  the 
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total  amount  of  insurance  coverage  that  can 
be  outstanding  at  any  one  time.   We  therefore 
believe  the  time  has  come  to  change  the  basic 
concept  ...  so  that  the  Federal  Insurance 
Administrator  and  the  participating  insurance 
companies  can  actively  promote  the  program  and 
freely  encourage  sales  of  policies  without 

constantly  being  faced  with  a  sales  cut-off 

69 
as  soon  as  their  efforts  begin  to  bear  fruit. 

2 .   Comparison 

By  understanding  the  contours  of  federal  flood  insur- 
ance, it  is  possible  to  compare  it  to  a  possible  federal  products 
liability  insurance  program.   The  first  comparison  goes  to  the 
preventability  of  loss.   Though  some  flood  prevention  is  pos- 
sible, a  substantial  amount  of  flood  damage  is  probably  inevitable 
Society  is  at  the  mercy  of  the  forces  of  nature.   Product-related 
injuries,  for  which  someone  incurs  products  liability,  on  the 
other  hand,  are  certainly  preventable  to  a  much  greater  degree. 
While  no  government  can  legislate  that  there  shall  be  no  more 
floods,  comprehensive  government  regulations  could  prescribe 
that  only  products  meeting  certain  safety  standards  would  be 
allowed  in  the  stream  of  commerce.   The  most  important  question 
here  is  whether  safety  regulations  are  most  proper  and  effective 
as  an  adjunct  to  an  insurance  mechanism.   If  a  government  agency 
is  going  to  determine  a  multitude  of  safety  standards  for 
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products,  these  could  be  mandated  by  regulation,  similar  to 
0. S .H. A.  regulations,  rather  than  influenced  by  insurance 
availability.   In  contrast,  flood  safety  standards  for 
already  existing  buildings  cannot  easily  be  mandated  by 
regulation. 

Another  significant  aspect  of  this  type  of  insurance 
scheme  is  the  increase  or  decrease  of  government  involvement 
and  financial  liability.   It  should  be  recognized  that  the 
federal  government  was  bearing  a  substantial  financial  burden 
in  the  form  of  disaster  relief  for  flood  victims,  even 
before  it  entered  the  flood  insurance  field.   Through  the 
flood  insurance  program,  the  goal  is  to  eliminate  the  need 
for  taxpayer-funded  disaster  relief.   The  loss,  in  the  long 
run,  will  be  paid  for  by  the  property  owners  involved.   Thus, 
the  implementation  of  an  insurance  program  should  eventually 
effectuate  a  decrease  in  the  government's  financial  burden 
caused  by  floods.   In  contrast,  any  program  of  federal  products 
liability  insurance  would  increase  the  government's  financial 
involvement  in  the  area  of  products  liability. 

Flood  insurance  benefits  virtually  all  of  society, 
at  least  in  certain  geographical  areas.   Flood  damage  strikes 
all  sorts  and  conditions  of  people  in  the  society.   Congress 
has  therefore  consistently  recognized  the  propriety  of  some 
form  of  support  and  protection  for  flood  victims.   In  contrast, 
a  program  of  products  liability  insurance  would  probably  be 
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viewed  as  a  benefit  to  only  one  segment  of  the  society,  product 
manufacturers.   Perhaps  the  public  could  be  reeducated  to  think 
of  the  program  as  a  benefit  to  those  victims  of  product-related 
injuries  who  would  be  unable  to  collect  on  judgments  against 
uninsured  manufacturers.   Nevertheless,  basically  broad  public 
support  for  the  program  would  probably  be  difficult  to  gain. 

This  type  of  national  level  insurance,  with  thousands 
of  individual  risks,  is  obviously  very  difficult  to  implement. 
The  flood  insurance  program  assigned  HUD  a  massive  task  in 
mapping  all  of  the  nation's  flood  plains,  not  only  on  a  com- 
munity-by-community basis  but  also  on  a  lot-by-lot  basis, 
and  then  establishing  the  appropriate  premium  for  each 
property  owner  seeking  insurance.   As  discussed  above,  a  great 
number  of  already-existing  agencies,  such  as  the  Army  Corps 
of  Engineers,  assisted  in  this  project.   FIA  has  been  working 
on  this  facet  of  its  responsibilities  since  1968  and  it  has 
still  not  completed  it.   It  is  hard  to  say  how  the  degree  of 
difficulty  of  that  task  compared  with  the  difficulty  of  deter- 
mining the  probability  that  an  injury  will  be  caused  with  respect 
to  every  product  in  the  United  States,  which  would  be  the  task 
under  a  federal  products  liability  insurance  program.   Though 
there  are  some  already  existing  government  entities  which 

could  assist  in  this  task,  such  as  the  Consumer  Product 

70 

Safety  Commission,    the  insurer  will  probably  not  have  as 
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much  assistance  as  was  available  for  the  flood  program,  and 
the  risk  would  probably  be  more  diverse.   It  would  undoubtedly 
require  many  years  to  develop  the  individualized  underwriting 
that  would  make  the  program  most  effective.   Perhaps  those 
years  are  not  available  in  the  products  liability  field, 
where  risks  are  equally  unpredictable,  but  much  more  frequent 
than  floods. 

The  present  federal  flood  insurance  statute  contains 
a  termination  date  of  June  30,  1977.   Whether  this  will  be 
amended  and  the  program  extended  is,  of  course,  unknown  at 
this  time.   But  since  the  termination  date  provision  was 
added  in  1973  where  none  existed  before, this  indicates  that 
Congress  is  aware  of  the  fact  that  broad  based  federal  insurance 
must  remain  flexible  and  ready  to  change  at  any  time.   This 
aspect,  plus  the  fact  finding  function  discussed  above, 
indicates  that  this  type  of  direct  federal  insurance  is  an 
administratively  expensive  system  for  the  federal  government 
to  manage. 
C.   Crime  Insurance 
■*■ •   Description 

The  Federal  Crime  Insurance  Program  is  designed  to 
make  crime  insurance  available  to  both  residents  and  businesses 
at  affordable  rates  in  states  where  it  is  not  otherwise  avail- 
able and  which  do  not  have  a  state  government  program  already 

fulfilling  this  need.   The  program  was  established  by  the 

71 
Housing  and  Urban  Development  Act  of  1970. 
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In  1968,  Congress  considered  the  problem  of  unavail- 
ability of  various  types  of  insurance  in  the  nation's  cities. 
In  January  of  that  year,  a  report  called  "Meeting  the  Insurance 
Crisis  of  Our  Cities"  was  issued  by  the  President's  National 
Advisory  Panel  on  Insurance  in  Riot-Affected  Areas,  a  companion 

group  to  the  President's  Commission  on  Civil  Disorders.   Title 

72 
XII  of  the  Housing  and  Urban  Development  Act  of  1968 r         estab- 
lishing an  Urban  Property  Protection  and  Reinsurance  Program, 

73 
was  the  result  of  the  panel's  recommendations.     At  that 

time,  the  House  Banking  and  Currency  Committee  believed  that, 

with  some  federal  incentives,  the  states  and  the  insurance 

industry  could  and  would  take  the  initiative  to  deal  with  the 

74 
unavailability  or  excessive  cost  of  city  property  insurance. 

The  civil  disorders  and  riots  that  had  occurred  in  many  cities 

from  1964  through  1968  had  caused  the  insurance  industry  either 

to  withdraw  its  basic  property  insurance  entirely  from  many 

large  cities  or  to  increase  the  premiums  to  such  a  high  rate 

that  many  small  business  establishments  and  residents  within 

75 
cities  could  not  afford  such  coverage. 

By  1970,  the  House  Banking  and  Currency  Committee 
believed  that  experience  had  proven  the  1968  legislation  de- 
ficient.76 Accordingly,  Congress  passed  the  crime  insurance 

77 
provisions  of  the  Housing  and  Urban  Development  Act  of  1970. 
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This  act  authorizes  the  Secretary  of  Housing  and 
Urban  Development  to  offer  standard  lines  of  property  insurance 
at  reasonable  cost  whenever,  wherever,  and  to  whatever  extent 

the  Secretary  determines  a  serious  unavailability  problem 

7  8 
exists  and  is  not  being  satisfactorily  resolved.     It  pro- 
vides for  the  direct  federal  underwriting  of  essential  property 
insurance  by  HUD,  including  crime  insurance,  if  private  insur- 
ance rates  in  the  particular  market  exceed  175%  of  the  applicable 

79 
industry  manual  rate. 

Rates  set  by  HUD  are  uniform  within  entire  metropolitan 

80 
areas.  ^   With  respect  to  insurance  under  the  act  other  than 

crime  insurance,  the  rates  established  by  HUD  must  not  exceed 

81 
175%  of  the  manual  rate  in  the  particular  State.      In  the 

case  of  crime  insurance  in  major  urban  areas,  however,  the 

established  manual  rate  used  by  the  private  insurance  industry 

o  p 

is  so  costly  as  to  be  economically  unrealistic  or  prohibitive. 
In  such  cases,  the  direct  federal  insurance  is  offered  to  the 

extent  necessary  to  solve  the  crime  insurance  problem  at  what- 

8  3 

ever  rates  the  Secretary  deems  appropriate* 

It  is  assumed  that  the  Secretary  will  not  reduce 
rates  under  the  federal  program  to  a  point  where  they  become 

an  incentive  for  property  owners  to  neglect  reasonable  precautions 

84 
to  avoid  losses.     A  provision  in  the  law  requires  the  Secretary 

to  promulgate  regulations  establishing  minimum  standards  for  the 

use  of  protective  devices  as  a  condition  for  providing  burglary 
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8  5 
and  theft  insurance.     Also,  property  owners  are  required 

to  report  periodically  their  compliance  with  the  current 

requirements  as  a  condition  of  retaining  the  crime  insurance. 

However,  it  is  significant  to  note  that  policies  are  not  Can- 
es n 

celled  because  of  losses. 

Federal  general  property  insurance  coverage  is 

limited  to  $25,000  on  single-family  structures  and  $1  million 

8  8 
on  manufacturing,  commercial  or  educational  structures. 

Burglary  and  theft  insurance  is  available  in  amounts  up  to 

89 
$10,000  for  residences  and  $15,000  for  businesses.     No 

policy  is  written  if  the  Secretary  determines  the  property 

to  be  uninsurable  or  if  the  State  insurance  commissioner 

90 

can  adequately  justify  the  area's  high  rates. 

The  law  also  requires  that  state  FAIR  plans  (state- 
wide plans  to  assure  all  property  owners  "Fair  Access  to 
Insurance  Requirements"  which  must  be  developed  before  a 
state  can  qualify  for  federal  reinsurance  against  riots  and 
civil  disorders)  must  offer  burglary  and  theft  insurance, 

vandalism  and  malicious  mischief  insurance  and  coverage 

91 

during  construction  and  rehabilitation. 

Despite  this  broad  and  flexible  authority  given  the 
Secretary  to  provide  virtually  all  standard  lines  of  property 
insurance,  this  new  program  does  not  have  as  its  goal  the 

total  replacement  of  the  private  property  insurance  industry 

92 
or  the  rate  regulation  authority  of  the  individual  states. 
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The  extent  to  which  the  secretary  offers  property  insurance 

and  the  rates  at  which  he  offers  various  lines  depend  upon 

93 
state  by  state  variations  in  insurance  availability.     The 

Secretary  has  full  authority  and  discretion  in  determining 

94 
whether  a  problem  of  unavailability  exists. 

Although  the  secretary  can  make  full  use  of  existing 

insurance  facilities  (particularly  those  of  agents,  brokers, 

and  adjustment  organizations) ,  the  secretary  is  also  authorized 

to  use  the  facilities  of  the  federal  government  itself.   The 

House  Banking  and  Currency  Committee,  in  recommending  the 

existing  legislation,  expressly  rejected  the  argument  that  the 

federal  government's  only  role  in  guaranteeing  the  availability 

of  essential  property  insurance  should  be  to  subsidize  the 

private  property  insurance  industry  in  whatever  business  it 

95 
chooses  to  write  and  in  whatever  manner  it  considers  appropriate. 

The  House  Banking  and  Currency  Committee  felt  that  it  was  far 

more  equitable,  effective  and  economical  to  have  the  federal 

government  write  the  insurance  itself  on  the  terms  and  conditions 

the  Secretary  established  and  to  pay  for  needed  industry  services 

on  a  cost-plus  basis.   The  alternative  would  be 

to  permit  an  industry  which  has  shrugged 
off  its  responsibilities  for  writing  essential 
coverage  to  continue  in  collaboration  with 
State  officials  to  establish  all  of  the  ground 
rules  thereby  limiting  the  ability  of  the  Fed- 
eral Government  to  implement  a  program  of  in- 
surance availability  which  is  desperately 

96 

needed. 
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The  financing  of  the  program  is  provided  through 
the  national  insurance  development  fund  and  the  borrowing 
authority  contained  in  the  Housing  and  Urban  Development 

Act  of  1968 .   Borrowings  from  the  fund  and  from  the  Treasury 

97 
are  replenished  through  the  normal  appropriations  process. 

As  of  the  end  of  1975,  there  were  approximately 

9  8 
26,500  policies  in  force.     Eighteen  months  earlier,  on 

99 

June  30,  1974,  there  were  only  17,600  policies  in  force. 

However,  policy  sales  were  about  39%  below  HUD ' s  estimated 
sales.      The  program  is  available  only  in  Connecticut, 
Delaware,  Florida,  Illinois,  Kansas,  Maryland,  Massachusetts, 
Missouri,  Nev;  Jersey,  New  York,  Ohio,  Pennsylvania,  Rhode 
Island,  Tennessee,  and  the  District  of  Columbia.      Eighty- 
five  per  cent  of  the  policies  in  force  are  in  Massachusetts, 

102 
New  York  and  Pennsylvania,     indicating  a  heavy  geographical 

concentration  in  a  few  eastern  metropolitan  areas.   It  is 

interesting  to  note  that  in  New  York  City,  only  about 

one-third  of  the  policyholders  as  of  June  30,  1974,  were 

located  in  the  highest  crime  areas. 

From  the  program's  beginning  through  June  30,  1974, 

the  government  paid  about  $5.2  million  in  claims;  and  claim 

payments  exceeded  premiums  so  much  that  the  program  incurred 

6/1-3    •  n  •     i      104 
a  $4.3  million  loss. 

A  report  of  the  Comptroller  General  to  Congress, 

entitled  "The  Federal  Crime  Insurance  Program:   How  It  Can 

Be  Made  More  Effective,"  discussed  the  figures  mentioned 

above  and  made  several  findings  and  conclusions.   It  found 
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the  program  was  slow  in  getting  started  because  private 

insurance  agents  and  brokers,  HUD ' s  major  marketing  mechanism, 

105 
were  generally  apathetic  toward  selling  the  insurance. 

Also,  it  said  HUD  had  not  effectively  informed  the  public 
about  the  program,  HUD's  protective  device  requirements  had 
been  too  costly  for  many  potential  policy  buyers  to  obtain, 
and  HUD  had  not  done  an  adequate  job  in  making  realistic 
findings  as  to  whether  a  particular  state  has  an  availability 
problem,  since  HUD  relies  mainly  on  the  views  of  the  state 
insurance  commissioner  for  determining  whether  the  program 
is  needed  in  that  state. 

The  report  made  the  following  recommendations.   It 
asked  Congress  to  consider  requiring  HUD  to:   (1)  increase 
commissions  of  agents  and  brokers  to  provide  an  incentive 
for  the  active  sale  of  federal  crime  insurance;  (2)  train 
people  other  than  agents  and  brokers,  particularly  residents 
of  the  highest  crime  areas,  to  sell  the  insurance;  (3)  in- 
crease advertising  and  promotional  efforts;  (4)  direct 
servicing  companies  whc  are  under  contract  with  HUD  to 
concentrate  selling  efforts  in  the  highest  crime  areas;  (5) 
reevaluate  the  protective  device  requirements  with  a  view 
toward  reducing  their  costs,  particularly  for  small  businesses; 
(6)  make  more  of  an  effort  to  determine  objectively  whether 

the  crime  insurance  program  is  needed  in  states  not  now 

,  107 
covered. 
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As  of  the  end  of  1975,  HUD  had  not  expanded  the 
availability  of  the  program  to  any  additional  states.108 
However,  it  had  instituted  an  experimental  advertising  program 

in  Chicago  which  generated  a  substantial  increase  in  the 

109 
number  of  policies  there.      It  experimented  with  the  use 

of  a  toll-free  telephone  number  to  enable  the  public  to 
obtain  information  about  the  program.      There  is  no  evidence 
as  to  whether  HUD  is  effectuating  any  of  the  other  initiatives 
proposed  in  the  Comptroller  General's  report  except  experi- 
mental advertising  and  a  toll-free  telephone  information 
service.   Clearly,  the  program  cannot  yet  be  regarded  as 
a  success. 
2 .   Comparison 

Comparing  this  program  to  a  possible  federal  products 
liability  insurance,  the  first  consideration  is  the  increase 
or  decrease  in  government  involvement.   Federal  crime 
insurance  is  part  of  the  national  public  policy  in  favor  of 
the  reduction  of  crime  and  crime-related  losses.   Since 
government  is  responsible  for  the  enforcement  of  the  criminal 
laws,  it  was  a  logical  next  step  to  have  a  government  program 
to  reduce  the  sting  of  the  crime-related  loss.   It  might  be 
argued  that  a  government  program  to  reduce  the  sting  of 
products  liability  may  not  be  as  directly  connected  to  any 
of  the  fundamental  purposes  of  government.   However,  it 
must  be  recognized  that  federal  crime  insurance  really  insures 
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against  an  unpredictable  economic  loss  generated  by  a  complex 
modern  society.  The  same  is  certainly  true  of  product-related 
injuries. 

This  relates  to  the  segment  of  society  benefitted. 
The  crime  insurance  program  benefits  all  sorts  and  conditions 
of  people  in  the  society.   A  products  liability  insurance 
program  would  certainly  be  justifiable  as  a  matter  of  policy 
on  the  same  grounds.   It  would  benefit  both  business  entities 
and  injured  plaintiffs  and,  at  least  in  general,  is  definitely 
preferable  to  totally  uninsured  manufacturers. 

The  crime  insurance  program  has  faced  many  difficul- 
ties of  implementation,  most  of  which  it  has  not  surmounted 
during  its  eight  year  existence.   Basically,  federal  crime 
insurance  just  never  sold  very  well.   The  program  relied  on 
private  insurance  agents  to  sell  the  coverage,  and,  as 
discussed  above,  it  is  felt  that  commissions  were  too  low 
to  be  an  adequate  incentive.   Additionally,  the  government 
took  it  on  itself  to  advertise  the  program  and  did  so  rather 
ineffectively.   Prospective  purchasers  did  not  know  of  the 
program's  existence.   Apparently  in  acquiescence  to  what  had 
traditionally  been  a  matter  of  state  concern,  HUD,  in  deter- 
mining the  areas  of  the  nation  where  there  was  a  problem  of 
crime  insurance  unavailability,  relied  on  the  opinions  of 
state  insurance  commissioners  rather  than  engaging  in  costly 
independent  studies.   Because  of  this  approach,  HUD  received 
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against  an  unpredictable  economic  loss  generated  by  a  complex 
modern  society.   The  same  is  certainly  true  of  product-related 
injuries . 

A  second  comparison  relates  to  the  segment  of  society 
benefited.   The  crime  insurance  program  benefits  all  sorts  and 
conditions  of  people  in  the  society.   In  the  view  of  some 
people,  a  products  liability  insurance  program  would  be 
justifiable  as  a  matter  of  policy  on  the  same  grounds.   It 
would  benefit  both  businesses  and  injured  plaintiffs  and,  at 
least  theoretically,  is  preferable  to  having  manufacturers  go 
totally  uninsured. 

The  crime  insurance  program  has  faced  many  difficulties 
of  implementation,  most  of  which  it  has  not  surmounted  during 
its  eight-year  existence.   Basically,  federal  crime  insurance 
just  never  sold  very  well.   The  program  relied  on  private 
insurance  agents  to  sell  the  coverage,  and,  as  discussed  above, 
it  is  felt  that  commissions  were  too  low  to  be  adequate 
incentive.   Additionally,  the  government  took  it  on  itself  to 
advertise  the  program  and  did  so  rather  ineffectively. 
Prospective  purchasers  did  not  know  of  the  program's 
existence.   Apparently  in  acquiescence  to  what  had  tradi- 
tionally been  a  matter  of  state  concern,  HUD,  in  determining 
the  areas  of  the  nation  where  there  was  a  problem  of  crime 
insurance  unavailability,  relied  on  the  opinions  of  state 
insurance  commissioners  rather  than  engaging  in  costly  in- 
dependent studies.   Because  of  this  approach,  HUD  received 
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criticism  from  the  Comptroller  General.   However,  it  seems 
very  probable  that  none  of  these  considerations  would  present 
a  problem  for  federal  products  liability  insurance.   All  the 
insureds  would  be  sophisticated  manufacturing  enterprises  and 
if  they  were  having  trouble  securing  products  liability  insur- 
ance, they  would  discover  the  federal  program  as  quickly  as 
they  discover  tax  saving  provisions  in  the  Internal  Revenue 
Code.   Also,  the  private  insurance  agents  selling  the  coverage 
would  presumably  be  willing  to  work  on  a  small  commission 
because,  by  selling  this  important  coverage,  they  would 
probably  make  the  sale  on  the  rest  of  the  manufacturer's 
general  liability  insurance  package.   On  the  other  elements 
of  the  package,  they  would,  of  course,  earn  the  higher 
commissions  thought  necessary  by  the  private  insurance 
industry.   The  role  of  the  state  insurance  commissioner  would 
also  probably  be  minimal  in  a  liability  line  that  insures  loss 
throughout  the  nation  as  compared  to  the  geographically- 
centered  nature  of  crime  insurance. 

This  geographical  limitation  on  program  availability 
does  have  some  advantages.   The  crime  insurance  program  is 
expressly  limited  to  those  states  where  there  is  a  problem 
of  insurance  availability.   This  provides  some  limits  on  the 
growth  of  the  program  so  that  it  can  benefit  from  experience 
before  it  expands.   There  are  also  obvious  administrative 
advantages  in  not  having  to  implement  a  new  program  in  all 
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fifty  states  simultaneously.   These  advantages  would  probably 
be  lost  in  any  federal  products  liability  insurance  program, 
since  so  many  of  the  nation's  products  move  in  interstate 
commerce.   A  program  available  only  to  manufacturers  whose 
products  were  sold  in  a  limited  number  of  designated  states 
(e.g. ,  those  which  recognize  strict  liability  for  product- 
related  injury  and  do  not  recognize  certain  defenses)  would 
probably  be  unworkable  and  does  not  seem  worth  considering 
seriously. 

Although  premium  rates  for  federal  crime  insurance 
are  required  to  be  reasonable,  the  program  has  suffered  from 
a  problem  of  unaf fordability  because  of  the  crime  prevention 
devices  HUD  requires  before  it  will  consider  the  risk  insur- 
able.  If  federal  products  liability  insurance  were  enacted  as 
a  device  to  impose  extensive  and  detailed  safety  regulations  on 
manufacturers,  it  would  be  worth  considering  the  possible  similar 
result.   Enacting  a  program  which  appears  reasonable  but  does 
not  make  economic  sense  from  the  point  of  view  of  the  manu- 
facturer  is  not  much  of  a  solution.   If  the  safety  standards 
are  so  expensive  that  it  makes  better  business  sense  to  "go 
bare,"  then  the  problem  is  not  solved  for  manufacturers  or 
injured  plaintiffs. 

D .   Nuclear  Energy  Liability  Insurance 
1.   Description 

The  Price-Anderson  Act,     was  enacted  in  1957  and 

112 
extended  and  amended  in  1965,  1966  and  1975.      The  Act  was 
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designed  to  protect  the  public  and  the  nuclear  energy  industry 
by  assuring  the  availability  of  funds  for  the  payment  of  claims 

and  by  protecting  the  industry  against  unlimited  liability  in 

113 
the  event  of  a  catastrophic  nuclear  accident.      In  form  it 

is  different  from  the  other  federal  insurance  mechanisms.   It 

provides,  in  effect,  a  federal  excess  insurance  for  nuclear 

accidents.   Funds  would  be  made  available  to  compensate  those 

suffering  losses  caused  by  a  nuclear  accident  through  a  combi- 

114 
nation  of  private  insurance  and  government  indemnity. 

In  1957,  the  maximum  private  liability  insurance 

115 
available  to  the  nuclear  industry  was  $60  million.   ~   Under 

the  Price-Anderson  Act,  Congress  had  the  government  assume 

an  indemnity  of  $500  million  and  fixed  the  maximum  liability 

for  any  nuclear  accident  at  the  sum  of  $560  million.      All 

this  was  based  on  a  policy  of  encouraging  gradual  growth  in 

the  nuclear  power  industry.   Congress  believed  that  the 

industry,  in  its  early  stages  of  development,  was  not  capable 

of  responsibly  assuming  the  unique  risk  associated  with 

nuclear  accidents,  which  Congress  believed  to  have  extremely 

117 
low  probability  but  potentially  enormous  consequences. 

As  the  amount  of  available  private  insurance  increases, 

the  government's  indemnity  under  the  law  decreases,  so  that  the 

118 
sum  of  $560  million  is  continuously  maintained.      At  the  end 

of  1975,  the  amount  of  private  insurance  for  nuclear  accidents 
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was  $125  million  and  the  government's  indemnity  was  therefore 

119 
$435  million.      If  the  trend  toward  increased  private  in- 
surance continues  in  the  future, the  government's  indemnity 
may  eventually  shrink  to  nothing,  and  there  will  be  no  further 
federal  insurance. 

Both  the  Nuclear  Regulatory  Commission  and  the  Energy 
Research  and  Development  Administration  have  a  role  in 
administering  the  current  insurance  program.   The  Nuclear 
Regulatory  Commission  must  require  as  a  condition  for  the 
issuance  of  licenses  for  nuclear  power  plants  that  the  licensee 

maintain  some  financial  protection  for  the  payment  of  third 

120 
party  liability  claims  in  the  event  of  a  nuclear  accident. 

Similarly,  the  Energy  Research  and  Development  Administration 

has  discretion  to  require  a  showing  of  financial  protection 

121 
by  its  contractors.      The  mandatory  insurance  coverage 

122 
must  contain  no-fault  provisions. 

In  the  1975  amendments  to  the  law,  Congress  added 
a  deferred  or  retrospective  premium  system.   The  same  licensees 
who  are  required  to  maintain  the  maximum  amount  of  insurance 
available  from  private  sources  are  now  also  required  to  par- 
ticipate in  a  retrospective  rating  plan  whereby,  in  the  event 
of  a  nuclear  incident  resulting  in  damages  exceeding  the  "base 

layer"  of  insurance,  each  licensee  would  be  assessed  a  deferred 

123 
premium  which  would  be  a  prorated  share  of  the  excess  damages. 

The  Commission  must  set  the  level  of  the  standard  deferred  premium 

at  no  less  than  $2  million  per  facility  and  no  more  than  $5 
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million  per  facility.      As  more  reactors  are  licensed,  the 

secondary  layer  would  increase  proportionately.   As  the 

secondary  layer  increased,  it  would  gradually  phase  out  the 

government  indemnity.   While  the  date  at  which  this  would  occur 

would  depend  on  the  amount  set  as  the  deferred  premium  and  on 

the  rate  at  which  reactors  were  licensed,   the  Joint  Committee 

on  Atomic  Energy  estimates  a  date  of  1985  and  directed  the 

Commission  to  consider  this  time  frame  as  a  guideline  in 

125 
establishing  the  premium.      However,  a  termination  of  govern- 
ment indemnity  of  the  nuclear  risks  would  in  no  way  signal  a 
termination  of  the  federal  regulation  of  the  amounts  of  nuclear 
liability  insurance  required  of  licensees. 

The  Joint  Committee  recognizes  the  cost  of  having 
a  federal  insurance  apparatus  for  the  nuclear  industry 
as  minimal.      The  only  cost  to  taxpayers  so  far  has 
been  the  administrative  cost  associated  with  determining  the 
terms  and  conditions  acceptable  for  the  industry  to  bear. 
These  are  reflected  in  the  budgets  of  both  the  Nuclear  Regu- 
latory Commission  and  the  Energy  Research  and  Development 

127 

Administration . 

In  addition,  of  course,  there  are  the  costs  of  up 
to  $500  million  in  the  event  of  a  nuclear  incident.   Based 

on  a  nuclear  reactor  safety  study  prepared  by  Dr.  Norman  C. 

12  8 
Rasmussen  and  released  in  1975,     the  Joint  Committee  adheres 

to  the  belief  that  the  probability  of  any  nuclear  incident 

is  extremely  low,  and  thus  it  considers  the  probable  cost 
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of  federal  insurance  involvement  to  be  only  the  administrative 

.  129 
cost . 

No  claims  have  been  made  under  the  government's 
indemnity  agreements  with  licensees  during  the  18  years  of 
the  program's  existence. 

In  view  of  the  fact  that  the  government's  indemnity 
of  the  industry  has  never  been  tapped,  it  is  extremely  dif- 
ficult to  judge  the  success  of  the  mechanism  which  Congress 
established  to  meet  the  unique  problem  involved  here.   But 
the  clear  goal  at  this  point  is  a  gradual  phase-out  of 
government  indemnity  and  success  in  reaching  that  goal  is 
certainly  an  evaluative  index.   While  some  in  Congress  argued 
for  an  immediate  halt  to  the  government's  protection  of 
the  industry  which  this  program  affords,  the  Joint  Committee 
and  the  majority  in  Congress  concluded  that  the  industry  is 
just  not  capable  of  absorbing  the  cost  of  an  abrupt  termination, 
To  avoid  the  possibility  of  unduly  disrupting  the  industry's 
development  or  of  leaving  the  injured  without  protection  in 
the  event  of  a  nuclear  accident,  the  program  is  being  continued 
with  a  goal  of  termination  by  1985. 

There  are  a  number  of  aspects  of  this  program  which 
can  be  compared  with  a  possible  products  liability  program. 
Of  all  the  federal  insurance  programs,  only  the  nuclear  energy 
legislation  is  a  broad  general  liability  coverage  scheme  for 
personal  injury  as  well  as  property  damage.   All  of  the  others 
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compensate  solely  property  damage.   Thus,  in  this  one  sense, 
the  federal  nuclear  energy  insurance  program  is  the  closest 
precedent  for  a  federal  products  liability  insurance  program 
compensating  personal  injuries. 

In  terms  of  the  increase  or  decrease  in  government 
involvement,  however,  there  is  really  no  comparison.   During 
the  initial  stages  of  nuclear  technology,  the  government 
possessed  a  monopoly,  which  was  necessary  at  that  time  to  meet 
military  and  national  security  needs.   Other  justifications 
of  the  monopoly  were  found  in  the  fact  that  generating  useful 
nuclear  energy  was  believed  to  be  a  far  distant  goal  and  health 
hazards  of  nuclear  technology  were  unknown.   By  the  time  of 
the  Atomic  Energy  Act  of  1954,  however,  it  became  evident 
that  greater  private  participation  in  nuclear  development 
would  make  the  generation  of  useful  energy  more  immediately 
attainable  without  bringing  with  it  excessive  hazards  to 
public  health  and  safety.   Thus,  compared  to  the  prior 
government  monopoly,  the  federal  program  for  insuring  private 
developers  against  nuclear  energy  liability  marked  a  decrease 
in  the  government's  role.   In  contrast,  any  federal   products 
liability  insurance  program  would  greatly  increase  the  govern- 
ment's involvement  in  that  field. 

The  greatest  difference  between  the  two,  however,  is 
in  the  nature  of  the  risk.   It  is  akin  to  the  difference  between 
insuring  against  earthquakes  and  insuring  against  rainstorms. 
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The  Rasmussen  Report  indicates  that  the  risk  of  a  nuclear  in- 
cident triggering  liability  under  the  federal  program  is  of 
extremely  low  probability,  while  the  costs  of  a  single  incident 
would  be  extremely  high.   This  makes  it  altogether  different 
from  the  nature  of  the  risk  in  products  liability.   A  nuclear 
incident  covered  by  the  program  has  never  occurred,  whereas 
annually  thousands  of  product-related  injuries  become  products 
liability  claims. 

It  should  be  noted  that  one  of  the  features  of  the 
Price-Anderson  Act  which  makes  it  possible  is  the  statutory 
limit  of  liability.   The  nuclear  energy  liability  legislation 
imposes  a  statutory  maximum  of  $560  million  as  the  amount  which 
injured  parties  can  recover  in  the  event  of  a  major  nuclear 
incident.   The  federal  insurer  therefore  always  knows  its  gross 
aggregate  loss  potential  and  can  plan  accordingly.   The  same 
could  not  be  done  for  products  liability  insurance.   When  the 
liability  causing  incident  is  a  single  big  one,  aggregate  limits 
are  more  appropriate  than  for  the  sum  of  liability  caused  by  many 
small  ones.   Certainly,  a  dollar  limit  on  individual  products 
injuries,  or  perhaps  the  limitation  of  punitive  damages  or  pain 
and  suffering  awards  ,  would  make  them  less  expensive  to 
insure.    The  various  aspects  of  limitations  on  awards  are 
discussed  elsewhere  in  this  study.   All  that  need  be  said  here 
is  that  any  type  of  limitation  on  amount  of  individual  awards 
would  make  any  residual  insurance  scheme  less  expensive  to 
operate.   However,  there  does  not  appear  to  be  a  pos- 
sibility of  limiting  the  aggregate  liability  of  an  entire 
federal  products  liability  program  and  it  is  this 
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aggregate  limit  for  the  nuclear  energy  liability  program 
which  helps  make  it  appear  to  be  so  sound.   Also,  it  should 
be  recognized  that  using  the  Price-Ander son  plan  to  deal  with 
insurance  unavailability  is  a  temporary  remedy  which  allows 
the  private  insurance  industry  to  phase  into  a  line  of 
coverage,  which  it  would  be  unwilling  to  underwrite  originally. 
However,  if  it  is  posited  that  federally  chartered  products 
liability  insurance  is  to  be  only  a  temporary  remedy,  this 
method  of  reducing  the  federal  role  has  little  prospect  for 
success.   The  Price-Anderson  plan  depends  on  there  being  no 
losses  at  all,  over  a  long  period  of  time,  in  order  to  build 
up  private  insurance  reserves.   Obviously  no  comparable  long 
period  without  losses  can  exist  in  the  products  liability 
field. 
E.   Swine  Flu  Immunization  Program 

1 .   Description 

131 

The  National  Swine  Flu  Immunization  Program  of  1976 

132 
was  passed  by  Congress  on  August  10,  1976,     and  signed  into 

133 
law  by  the  President  on  August  12,  1976.      Strictly  speak- 
ing, it  is  not  a  federal  insurance  program.   However, 

the  state  of  affairs  which  prompted  Congress  to  act  was  a 
problem  of  availability  of  a  particular  type  of  insurance 
coverage,  just  as  the  problems  of  availability  of  crop  insur- 
ance, flood  insurance,  crime  insurance  and  nuclear  energy 
liability  insurance  prompted  action  from  Congress.   Assuming 
that  the  problem  of  availability  of  products  liability  insur- 
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ance  has  become,  or  may  become,  just  as  acute  as  the  problem 
of  insurance  for  the  swine  flu  immunization  program,  a  brief 
analysis  of  what  Congress  enacted  to  counteract  the  unavail- 
ability of  insurance  for  swine  flu  immunization  seems  in 
order. 

The  background  of  this  legislation  has  attracted 
wide  public  attention  through  extensive  news  media  coverage 
during  the  past  year.   On  March  24,  1976,  after  meeting  with 
physicians,  scientists  and  public  health  experts,  President 
Ford  requested  $135  million  for  the  production  of  sufficient 

swine  flu   vaccine  to  inoculate  every  man,  woman  and  child  in 

134 
the  United  States.      Congress  moved  quickly,  and  the 

135 
appropriation  was  signed  into  law  on  April  15,  1976.      The 

Department  of  Health,  Education  and  Welfare  worked  with  the 

medical  profession,  state  and  local  health  officials,  vaccine 

manufacturers  and  others  to  develop  extensive  plans  for 

4.1,      i  136 
meeting  the  goal. 

A  major  problem  arose  when  drug  manufacturers  producing 
the  vaccine  found  they  were  unable  to  obtain  appropriate 
liability  insurance  through  the  private  insurance  industry. 
The  insurance  industry  was  prepared  to  act  only  if  the  govern- 
ment assumed  a  share  of  the  risks.   The  Senate  Labor  and  Public 

Welfare  Committee  acted  reluctantly,  but  with  much  speed,  to 

138 
draft  the  legislation  which  was  enacted.  "    The  speed  was  oc- 
casioned by  the  fact  that  any  immunization  program  faced  the 
winter  flu  season  as  an  unalterable  deadline.   The  reluctance 
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was  occasioned  by  the  feeling  that  the  private  insurance 
industry,  in  an  era  of  an  insurance  availability  problem,  was 

being  intransigent  and  was  acting  to  coerce  the  federal  govern- 

139 
ment  to  extend  its  role  beyond  what  had  been  expected. 

The  National  Swine  Flu   Immunization  Program,  as 

enacted,  provides  an  action  against  the  United  States  under 

140 
the  Federal  Tort  Claims  Act,     as  the  exclusive  remedy  for 

"personal  injury  or  death  arising  out  of  the  administration 

of  the  swine  flu  vaccine  under  the  swine  flu  program  and  based 

141 
upon  the  act  or  omission  of  a  program  participant."      The 

United  States  then  has  the  right  to  recover  for  all  or  any 

portion  of  the  damages  it  pays  which  are  attributable  to 

negligent  acts  or  omissions  on  the  part  of  any  program 

142 
participant.      State  law  governs  as  to  the  extent  of  the 

143 
government's  liability.      Presumably,  the  various  states 

would  base  liability  on  negligence,  strict  liability  in  tort, 

or  breach  of  warranty.   The  government  will  also  have  to 

absorb  the  burden  of  all  of  the  liability  of  program 

participants  who  would  be  judgment-proof. 

2 .   Comparison 

In  creating  the  Swine  Flu  Program,  members  of  Congress 
repeatedly  stressed  that  the  Government's  assumption  of 
liability  because  liability  insurance  was  unavailable 
should  not  be  regarded  as  a  precedent.   It  was  said  to  be 
occasioned  by  the  unique  emergency  circumstances  involved 
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144 
in  the  swine  flu  immunization  program.      Thus,  on  the  one 

hand,  this  program  offers  a  model  for  a  novel  solution  to  the 

problem  of  availability  in  one  particular  form  of  liability 

insurance.   In  the  products  field,  the  federal  government 

could  assume  the  burden  of  the  difference  between  the  broader 

liability  of  strict  liability  or  breach  of  warranty  and  the 

narrower  liability  involved  under  a  negligence  theory.   Such 

a  move  would  do  nothing  toward  either  increasing  the  incentive 

for  risk  prevention  or  minimizing  the  sum  of  accident  costs 

and  prevention  costs,  but  it  would  greatly  spread  the  costs 

of  an  accident  and  expedite  the  reparation  process.   It  should 

be  noted,  of  course,  that  these  results  would  be  achieved 

without  creating  any  kind  of  federal  insurance.   But  the  clear 

declaration  of  several  influential  members  of  Congress  is  that 

this  is  not  a  type  of  legislation  which  is  likely  to  be  repeated 

to  solve  any  other  problems  of  availability  of  insurance. 

These  statements  indicate  the  unlikelihood  of  passing  any 

such  program  in  the  products  liability  field.* 


See  note,  page  i. 


NOTES 


1.  See  Statement  by  William  L.  Martin,  Vice  President  and  General  Counsel  of 
American  Insurance  Association,  before  Senate  Small  Business  Committee, 
September  8,  1976.   Mr.  Martin  indicated  that  much  Droduct  liability 
insurance  is  written  under  miscellaneous  liability  coverage  by  way  of 
package  policies  and  composite-rated  coverages.   He  stated  that,  in  1975, 
insurers  incurred  an  average  loss  and  loss  adjustment  expense  of  $116 
for  every  $100  collected  in  premiums  on  miscellaneous  coverages,  or 

a  16%  loss  before  company  expenses  were  taken  into  account.   He  indicated 
that  this  was  part  of  the  industry-wide  underwriting  loss  of  $4.5  billion 
in  1975  and  $2.5  billion  in  1974.   This  bleak  financial  picture  is  coupled 
with  much  evidence  from  manufacturers'  interest  groups  that  products 
liability  premiums  have  risen  sharply.   See  Retort,  Inc.  Results  of  Survey 
and  statements  of  E.H.  Rosenberg  before  Massachusetts  Judiciary  Committee 
on  March  29,  1976;  at  Meriden,  Connecticut  on  April  3,  1976;  before 
White  House  Conference  on  Product  Liability  in  the  Capital  Goods  Industries 
on  March  16,  1976,  and  before  Senate  Small  Business  Committee  on  September  8, 
1976.   See  also  "Legal  Affairs,"  Business  Week  (5/31/76),  which  indicates 
that,  under  the  present  legal  system  the  insurance  industry,  as  a  matter 
of  financial  reality,  needs  some  form  of  assistance  or  must  have  the  entire 
products  liability  underwriting  field  taken  entirely  out  of  its  hands. 

2.  7  U.S.C.A.  §§  1501  et  seq. 

3.  42  U.S.C.A.  §f  4001  et  seq. 

4.  12  U.S.C.A.  §§  1749bbb-10a  et  seq. 

5.  42  U.S.C.A.  1§  2210  et  seq. 

6.  Act  of  Aug.  12,  1976,  P.L.  94-380. 

7.  12  U.S.C.A.  §§  1811  et  seq.  (FCIC) ,  12  U.S.C.A.  §§  1725  et  seq.  (FSLIC) ,  and 
12  U.S.C.A.  §  1781  et  seq .  (share  insurance  for  credit  unions). 

8.  46  U.S.C.A.  §§  1281  et  seq.   (marine  war  risk  insurance)  and  49  U.S.C.A. 
§§  1531  e_t  seq.  (air  war  risk  insurance)  . 

9.  29  U.S.C.A.  §§  1001  et  seq. 

10.  5  U.S.C.A.  §§  8901  et  seq.;  42  U.S.C.A.  §§  1395  et  seq. 

11.  42  U.S.C.A.  §§  401  et  seq.  (social  security);  33  U.S.C.A.  §§  901  et  seq. 
(Longshoremen's  &  Harbor  Worker's  Compensation  Act);  30  U.S.C.A.  §§  801 

et  seq.  (black  lung  disease) . 

12.  12  U.S.C.A.  §  1703  (insurance  of  institutions  which  finance  housing); 

12  U.S.C.A.  §§  1706c  et  seq.  (mortgage  insurance);  12  U.S.C.A.  §  1736  et  seq. 
(war  housing  insurance) ;  12  U.S.C.A.  §§  1747  et  seq.  (insurance  of  investments 
in  rental  housing);  42  U.S.C.A.  §§  1471  et  seq.  (farm  housing);  46  U.S.C.A. 
§§  1271  et  seq.  (ship  mortgage  insurance) . 

13.  13  U.S.C.A.  §§  561  et  seq. 

14.  45  U.S.C.A.  §§  351  et  seq. 

15.  5  U.S.C.A.  §§  8101  et  secj.  ;  5  U.S.C.A.  §§  8301  et  seq.;  5  U.S.C.A.  §§  8501  et  sec 
5  U.S.C.A.  §§  8701  et  seq.;  5  U.S.C.A.  §§  8901  et  seq. 

16.  38  U.S.C.A.  §§  701  et  seq. ;  38  U.S.C.A.  §§  740  et  seq. 

17.  12  U.S.C.A.  §  635.   See  also  Overseas  Private  Investment  Corporation's 
insurance  of  corporate  investments  abroad,  22  U.S .C .A.  §  2191. 
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18.  39  U.S.C.A.  §  401;  39  C.F.R.  §§  43.1-43.9. 

19.  E.g.,  12  U.S.C.A.  §  771  (Federal  land  bank),  48  U.S.C.A.  §  1428a  (Guam 
Development  Fund) . 

20.  E.g.  ,  41  U.S.C.A.  §§  351(a)(2)  (insurance  for  employees  of  Federal 
contractors),  41  C.F.R.  §§  1-10.300  et  seq. 

21.  Whether  the  problem  is  created  primarily  by  a  misalignment  of  the  tort 
law  system  is  discussed  at  length  elsewhere  in  this  study. 

22.  "Full  Insurance  Availability,"  Report  of  the  Federal  Insurance  Administration, 
HUD,  Sept.,  1974.   The  Report  observed: 

Regulation  of  insurance  has  traditionally  been  a 
function  of  State  government.  ***   Federal 
intrusion  into  insurance  has,  in  general,  been 
limited . 

*  *     * 

Neither  the  mandate  of  guaranteed  access  to 
insurance,  the  classification  and  statistical 
plan  reforms,  nor  any  of  the  other  aspects  of 
the  Full  Insurance  Availability  system,  including 
the  Reinsurance  Exchange,  contemplate  a  further 
undermining  of  the  authority  and  responsibility  of 
the  States.   Indeed,  Full  Insurance  Availability  looks 
to  avoid  new  intrusions  upon  State  regulation 
through  Federal  programs  occasioned  by  the  inability 
of  citizens  to  purchase  essential  insurance  in  the 
normal  market. 

With  respect  to  existing  programs  administered  by 
the  Federal  Insurance  Administration,  implementation 
at  the  State  level  of  Full  Insurance  Availability 
would,  in  all  likelihood  reduce  these  Federal 
responsibilities . 

*  *     * 

If  the  proposed  reforms  are  generally  undertaken 
on  a  broad  enough  basis,  the  insurance  industry  may 
conclude  that  Federal  riot  reinsurance  is  no  longer 
necessary.   In  such  circumstances,  if  insurers 
voluntarily  withdraw  from  the  program.  Federal 
intervention  in  the  insurance  business  through  the 
review  and  compliance  functions  might  also  be 
terminated  by  the  Congress.   In  the  case  of  crime 
insurance,  implementation  of  Full  Insurance  Availability 
would  eliminate  the  need  for  the  program.   Federal 
crime  insurance  is  conditioned  upon  coverage  not  being 
"available  at  affordable  rates  either  through  the  normal 
insurance  market  or  through  a  suitable  program  adopted 
under  State  law."   The  mandate  to  insure  of  the  proposed 
system  should  include  package  forms  of  property  and 
liability  insurance— homeowners  and  commercial  combination- 
risk  forms--as  well  as  specific  perils  forms  such  as 
fire  and  crime.   If  this  materializes,  crime  insurance 
will  be  available  reasonably,  without  the  necessity 
of  the  Federal  program. 

[In  contrast]  the  third  Federal  Insurance  Administration 
program--f lood  insurance— must  continue  to  be  inextricably 
tied  to  Federal  involvement  in  flood  plan  management 
and  the  surveys  which  will  eventually  make  possible 
the  development  of  actuarially  sound  rates.   Only 
when  the  implementation  of  such  measures  has  proved 
successful  can  loss  avoidance  become  a  reality  with 
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respect  to  the  flood  peril.   Until  that  time, 
flood  insurance  cannot  be  included  in  the  mandate 
of  Full  Insurance  Availability. 

The  rationale  underlying  State  regulations  has 
not  disappeared.   Individual  States  have  different 
problems  and  needs.   It  would  be  inappropriate  if 
not  impossible  to  determine  in  Washington  for  all 
parts  of  the  country  such  issues  as  what  lines  of 
insurance  should  be  covered  by  the  guaranteed  access 
mandate,  what  constitutes  ***  an  "insurable"  risk. 
These,  and  a  host  of  similar  issues  should  be 
resolved,  if  possible,  at  that  level  of  government 
closest  to  the  problems  and  to  the  people  involved. 


Id.  at  91-92. 


23.  S.  Rep.  No.  378,  80th  Cong.,  1st  Sess.  (1947),  1947  U.S.  Code  Cong.  &  Ad.  News 
1542. 

24. 

25. 

26.  7  U . S .C . A.  §§  1501  et  seq.   The  legislation  also  allows  a  program  of  reinsurance 
on  a  limited  basis,  but  this  authority  has  apparently  not  been  exercised.   See 
1957  U.S.  Code  Cong.  &  Ad.  News  1387  for  an  indication  that  F.C.I.C.  would  not 
consider  a  reinsurance  contract  unless  it  had  definitely  determined  that  such 
reinsurance  was  not  available  from  private  companies  at  reasonable  rates. 

27.  S.  Rep.  No.  378,  supra  note  21,  at  154  2. 

28.  See  7  U.S.C.A.  §  1502. 

29.  H.R.  Rep.  No.  1740,  88th  Cong.,  2d  Sess.  (1964),  1964  U.S.  Code  Cong.  &  Ad.  News 
3715. 

30.  Id. 

31.  The  expansion  permitted  the  offering  of  crop  insurance  in  up  to  150  new 
counties  per  year,  instead  of  the  previous  limitation  of  100  new  counties. 
Act  of  Sept.  12,  1964,  P.L.  88-589,  78  Stat.  933,  codified  at  7  U.S.C.A. 

§  1508(a).   Since  then,  the  statute  has  not  been  amended. 

32.  7  U.S.C.A.  §  1504. 

33.  7  U.S.C.A.  §  1508(a). 

34.  H.R.  Rep.  No.  1740,  supra  note  27,  at  3717. 

35.  For  example,  during  the  1948-1962  period: 

Premiums  exceeded  indemnities  by  $13.7  million 

Administrative  costs  paid  out  of  premiums 

amounted  to  $  3.5  million 

Loss  adjustment  costs  paid  out  of  premiums 

amounted  to  $  5.7  million 

Premiums  exceeded  indemnities  and  other 

costs  paid  out  of  premiums  by  $  4.5  million 
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Administrative  costs  paid  out  of  appro- 
priations amounted  to  $87.7  million 


Id. 


3 6 .  1973  Report  of  the  Secretary  of  Agriculture  12;  1972  Report  of  the  Secretary 

of  Agriculture  14 . 

37.  In  1973,  only  66  cents  of  each  premium  dollar  was  used  to  pay  indemnities  to 
insured  farmers.   This  0.66  loss  ratio  compares  with  loss  ratios  of  0.60  in 
1972,  0.60  in  1971,  and  0.94  in  1970.   1973  Report  of  the  Secretary  of 
Agriculture  12.  Figures  for  1974  were  not  included  in  the  1974  Report  of  the 
Secretary  of  Agriculture.   However,  indemnities  paid  in  1974  amounted  to 
$55  million,  1974  Report  of  the  Secretary  of  Agriculture  16,  a  figure  which 
was  much  higher  than  in  1973,  when  indemnities  paid  amounted  to  $31.5  million. 
The  cumulative  loss  ratio  for  the  1948-1973  period  was  0.91,  compared  to  the 
0.90  actuarial  goal  set  by  F.C.I.C.   1973  Report  of  the  Secretary  of  Agriculture 
12.   Total  crop  insurance  amounted  to  $1.1  billion  in  1974,  insuring  some 

18  million  acres  of  crops  against  loss  from  drought,  storms,  freeze, 
disease,  and  insect  damage.   1974  Report  of  the  Secretary  of  Agriculture  16. 

38.  Two  actuarial  approaches  are  being  tested  under  which  the  individual 
farmer's  insurance  experience  would  increase  or  reduce  the  amount  of 
protection.   Under  one  approach,  the  insured's  loss  ratio  and  number  of 
years  without  a  loss  would  adjust  coverage  upward  or  downward.   Under 

the  other,  the  insured's  experience  could  only  be  used  if  it  was  favorable, 
with  the  effect  of  increasing  coverage  upward.   1973  Report  of  the  Secretary 
of  Agriculture  13 . 

Recent  legislation  emphasizes  the  farmer's  need  for  protection  in  the  event 
of  crop  failure  and  the  value  of  such  protection  to  the  nation's  economy 
as  a  whole.   It  requires  the  Secretary  of  Agriculture  to  make  loans  to 
farmers  who  are  in  need,  due  to  the  effects  of  a  declared  major  disaster  or 
emergency,  provided  that  they  show  a  reasonable  prospect  for  a  successful 
farming  operation  with  the  aid  of  such  a  loan  and  are  unable  to  obtain 
sufficient  credit  elsewhere.   7  U. S.C .A.  §  1961.   It  is  said  that  this 
protection  against  the  full  impact  of  crop  disaster,  when  combined  with  federal 
crop  insurance,  enables  farmers  to  have  more  income  protection  than  at  any 
time  in  history.   1973  Report  of  the  Secretary  of  Agriculture  13. 

It  is  possible,  to  some  extent,  to  compare  the  federal  crop  insurance  plan 
to  a  federal  products  liability  insurance  program.   It  should  be  remembered, 
that  the  federal  crop  insurance  program  was  one  of  the  federal  government's 
earliest  entries  into  the  crop  insurance  field.   To  those  adhering,  at  that 
time,  to  political  theories  that  would  limit  the  government  to  only  the 
most  essential  functions  which  the  private  sector  or  the  states  were 
incapable  of  handling,  it  must  have  seemed  a  totally  inappropriate  endeavor. 
Considering  the  extensive  number  of  types  of  direct  federal  insurance  listed 
above,  however,  it  is  hard  to  imagine  that  these  would  be  serious  objections 
today. 

39.  46  U.S .C.A.  §§  4001  et  seq.   Note  also  the  new  emphasis  placed  on  insurance 

in  the  Disaster  Relief  Act  of  1974,  42  U.S. C.A.  §§  5121  et  seq.   Congress  found 
it  reasonable  to  expect  property  owners  to  purchase  basic  protection  against 
losses  caused  by  natural  hazards  through  any  reasonably  available  insurance. 
1974  U.S.  Code  Cong.  &  Ad.  News  3073.   The  statute  now  stipulates  that 
insurance,  adequate  to  protect  against  future  loss,  must  be  obtained  for 
any  disaster-damaged  property  which  has  been  replaced,  restored,  repaired  or 
constructed  with  federal  disaster  funds.   Unless  such  insurance  is  secured, 
no  applicant  for  federal  assistance  can  receive  aid  for  any  damage  to  his 
property  in  future  major  disasters.   State  governments  may  elect  to  act  as 
self-insurers  with  respect  to  their  public  facilities,  but,  in  so  doing, 
they  will  not  thereafter  be  eligible  for  disaster  assistance  because  of 
damage  to  property  on  which  they  previously  received  aid.   42  U.S .C.A.  §  5154. 
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In  1956,  in  reporting  and  recommending  the  Federal  Flood  Insurance  Act 
for  passage,  the  House  Committee  on  Banking  and  Currency  made  a  general 
statement  to  explain  the  need  for  Congress  to  act: 

Throughout  history  floods  have  constituted  perhaps 
the  greatest  natural  disaster  to  man.   Floods 
continue  to  strike  widespread  areas  of  our  country 
with  devastating  impact.   Notwithstanding  the  vast 
amounts  of  losses  involved,  there  nowhere  exists 
in  the  economy  of  our  country  any  method  by  which 
victims  of  floods  can  substantially  retrieve  their 
losses.   Private  insurance  companies  do  not  write  flood 
insurance  on  real  property  and  only  to  a  limited 
extent  is  flood  loss  coverage  available  on  personal 
property.   The  private  companies  feel  that  the  virtual 
certainty  of  the  loss  by  flood,  its  catastrophic 
nature,  and  the  problems  of  making  this  line  of 
insurance  self-supporting  prevents  them  from 
prudently  engaging  in  this  field  of  insurance.   Also 
insurance  companies  have  indicated  that  they  have  not  entered 
this  line  of  insurance  because  a  flood  disaster  of 
considerable  magnitude  during  the  early  years  of  any  flood- 
insurance  operation  could  bankrupt  a  company  before 
sufficient  reserves  were  accumulated.   Accordingly, 
Government  participation  is  required  if  the  needed 
protection  for  property  owners  is  to  be  made  available. 

As  a  result  of  its  extensive  studies  and  hearings,  the 
committee  gathered  and  analyzed  sufficient  information 
on  flood-insurance  problems  to  enable  it  to  formulate, 
from  the  many  and  varied  legislative  proposals  that  were 
submitted  to  it,  a  proposal  for  a  Federal  flood-insurance 
program  that  the  committee  hopes  will  meet  the  urgent 
need  and  at  the  same  time  take  cognizance  of  the 
practical  difficulties  involved. 

The  difficulties  in  the  way  of  formulating  a  practical  program 
are  not  to  be  minimized  but  the  committee  was  confronted 
with  evidence  of  an  overwhelming  need  for  a  program  of 
Federal  insurance  against  the  risk  of  flood  damage. 

The  Federal  flood-insurance  program  recommended  by  this 
committee  is  intended  to  blaze  the  trail  and  establish  the 
actuarial  and  other  experience  needed  to  show,  if  it  can  be 
shown,  that  flood-risk  insurance  can  be  offered  by  private 
companies  on  a  commercially  feasible  basis. 

At  the  same  time  the  committee  has  recognized  the  need 
to  control  within  reasonable  limits  the  financial  risk 
to  which  the  Government  will  be  exposed.   This  has  been 
done  by  making  this  program  an  experimental  one,  with 
strict  limits  on  the  amount  of  insurance  that  can  be 
written  and  the  amount  of  coverage  any  individual 
corporation,  or  Government  entity  can  acquire  from  the 
Federal  Government. 


H.R. 
4473. 


Rep.  No.  2746,  84th  Cong.,  2d  Sess.  (1956),  1956  U.S.  Code  Cong.  &  Ad.  News 


The  Committee  Report  recognized  that  the  damage  caused  by  flood  was  a  national 
problem  calling  for  national  solution.   Id. 

The  estimated  annual  flood  damage  for  the  years  1925 
through  1955  amounts  to  $240  million,  with  annual 
figures  ranging  from  a  low  of  $2.8  million  in  1931 
to  a  high  of  more  than  $1  billion  in  1951  and  1955. 
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Id.  at  4474.   Recognizing  that  some  of  the  effects  of  flood  damage  were 
already  treated  by  federal  disaster  grants,  crop  insurance,  and  Federal 
Housing  Administration  mortgage  insurance  to  those  replacing  destroyed 
homes,  the  Committee  called  for  passage  of  the  federal  insurance 
device  as  a  necessary  further  step.   Id.   Of  course,  the  Federal  Government's 
major  efforts  for  flood  control  under  the  Army  Corps  of  Engineers  were  to 
continue  as  well.   Id.  at  4475. 

Congress  passed  the  Federal  Flood  Insurance  Act  of  1956,  Act  of  Aug.  7,  1956, 
P.L.  No.  84-1016,  70  Stat.  1078,  but  failed  to  appropriate  funds  for  the 
administration  of  it,  apparently  because  it  felt  there  were  inadequate 
measures  being  taken  to  reduce  the  incidence  of  flood  damage.   S.  Rep.  No.  9  3-5  83, 
93d  Cong.,  1st  Sess.  (1973),  1973  U.S.  Code  Cong.  &  Ad.  News  3219. 

Efforts  to  revive  flood  insurance  legislation  were  made  in  1962,  1963  and  1965, 
culminating  in  a  directive  in  the  Southeastern  Hurricane  Disaster  Relief  Act 
of  1965,  Act  of  Nov.  8,  1965,  P.L.  No.  89-339,  79  Stat.  1301,  that  a  flood 
insurance  feasibility  study  be  undertaken  by  the  Secretary  of  Housing  and 
Urban  Development.   S.  Rep.  No.  93-583,  supra  at  3219.   That  study,  sent  to 
Congress  in  1966,  cited  evidence  indicating  that  the  flood  damage  hazard 
in  the  United  States  was  continuing  to  increase  as  more  people  moved  to 
coastal  and  river  locations  to  live,  for  recreation,  for  business,  and  for 
other  reasons.   The  study  found  that  unwise  development,  reflecting  ignorance 
or  indifference  or  sometimes  an  overestimation  of  the  flood  protection  already 
provided,  had  increased  the  demand  for  property  in  flood-prone  areas,  thus 
setting  into  notion  processes  which  accelerated  flood  damages.   Id. 

40.  H.R.  Rep.  No.  1585,  90th  Cong.,  2d  Sess.  (1968),  1968  U.S.  Code  Cong.  &  Ad.  News 
2966-67. 

41.  S.  Rep.  No.  93-583,  supra  note  39,  at  3219. 

42.  42  U.S.C.A.  §§  4001  et  seq. 

43.  S.  Rep.  No.  93-583,  supra  note  39,  at  3221. 

44.  H.R.  Rep.  No.  1585,  supra  note  40,  at  2966. 

45.  Id. 

46.  Id. 

47.  S.  Rep.  No.  93-583,  supra  note  39,  at  3235. 

48.  H.R.  Rep.  No.  1585,  supra  note  40,  at  2966. 

49.  Id. 

50.  42  U.S.C.A.  §  4071. 

51.  H.R.  Rep.  No.  1585,  supra  note  40,  at  2967-69. 

52.  S.  Rep.  No.  93-583,  supra  note  39,  at  3224. 

53.  Id. 

54.  The  studies  were  carried  out  through  utilization  of  the  Army  Corps  of 
Engineers,  the  Geological  Survey,  the  Soil  Conservation  Service,  and 
Coast  and  Geodetic  Survey,  the  Tennessee  Valley  Authority,  and  other 
Federal  departments  and  agencies.   H.R.  Rep.  No.  1585,  supra  note  40,  at  2969. 


5. 

Id. 

6. 

Id. 

7. 

Id. 
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58.  Id.   The  Senate  Banking,  Housing  and  Urban  Affairs  Committee  appeared  to  be 
adhering  to  this  view  with  somewhat  less  conviction  in  1973.   See  1973  U.S.  Code 
Cong .  &  Ad .  News  3235.   The  law  establishes  an  expiration  date  for  the 
program  on  June  30,  1977,  42  U.S .C . A.  §  4026,  but  of  course  this  could  be 
amended  to  extend  the  life  of  the  program. 

59.  S.  Rep.  No.  93-583,  supra  note  39,  at  3220. 

60.  Act  of  Dec.  31,  1973,  P.L.  No.  93-234,  87  Stat.  979,  amending  42  U.S.C.A. 
§§  4001  et  seg. 

61.  42  U.S.C.A.  §  4012a(a). 

62.  42  U.S.C.A.  §  4012a(b). 

63.  42  U.S.C.A.  §  4012a(c). 

64.  S.  Rep.  No.  93-583,  supra  note  39,  at  3233. 

65.  Id. 

66.  42  U.S.C.A.  §  4016(a). 

67.  Id. 

68.  S.  Rep.  No.  93-583,  supra  note  39,  at  3227. 

69.  Id.,  at  3228.   During  1975,  there  was  constant  growth  in  the  program.   Insurance 
coverage,  which  was  $12.5  billion  on  January  1,  1975,  reached  $18.1  billion  by 
December  31,  1975.   The  total  number  of  policies  increased  from  493,000  to 
678,000.   The  number  of  communities  designated  as  flood-prone  rose  from  5,488 

to  13,255.   In  addition,  FIA  notified  an  additional  3,602  flood-prone  communities 
of  their  tentative  designation  as  such.   1975  Annual  Report  of  HUD  45. 

While  the  growth  of  the  program  has  been  rapid,  FIA  has  not  reached  the  goals 
it  set  for  itself  as  to  the  number  of  policies  in  force.   The  projected  completion 
of  various  ratemaking  studies  has  not  been  accomplished,  because  of  delays 
by  the  various  cooperating  federal  agencies,  due  to  resource  and  manpower 
constraints.   A  General  Accounting  Office   Report  to  Congress  on  March  7,  1975, 
was  necessary  to  direct  the  agencies  to  give  the  highest  practicable  priority 
to  these  studies.   To  counter  the  delay,  FIA  found  it  necessary  to  place 
increased  reliance  on  qualified  private  firms.   Id.  at  96. 

In  addition,  FIA  attributed  part  of  its  inability  to  reach  its  goals  to  the 
national  economic  situation,  specifically  the  unreliability  of  housing  mortgage 
money  and  the  resulting  decreases  in  new  construction. 

Looking  into  the  future,  FIA  has  projected  that,  by  the  end  of  fiscal  year 
1977,  17,000  communities  will  be  in  the  program,  with  1.7  million  policies 
in  force,  for  an  increase  of  insurance  coverage  in  effect  to  $44  billion. 
Id.   If  these  goals  are  realized,  fewer  people  will  require  taxpayer-funded 
disaster  relief  than  ever  before,  just  as  Congress  hoped  when  it  enacted  the 
1973  legislation. 

70.  15  U.S.C.A.  §  2053(a). 

71.  12  U.S.C.A.  §§  1749bbb-10a  et  seg. 

72.  Act  of  Aug.  1,  1968,  P.L.  No.  90-448,  82  Stat.  476. 

73.  H.R.  Rep.  No.  91-1556,  91st  Cong.,  2d  Sess.  (1970),  1970  U.S.  Code  Cong.  &  Ad.  News 
5606. 

74.  Id. ,  at  5605. 
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75.  Id. ,  at  5605-06. 

76.  Id. ,  at  5606. 

77.  Act  of  Dec.  31,  1970,  P.L.  No.  91-609,  84  Stat.  1788,  codified  at  12  U.S.C.A. 
§§  1749bbb-10a  et  seq. 

78.  H.R.  Rep.  No.  91-1556,  supra  note  73,  at  5606. 

79.  Id. 

80.  1975  Annual  Report  of  HUD  47. 

81.  H.R.  Rep.  No.  91-1556,  supra  note  73,  at  5606. 

82.  Id. ,  at  5607. 

83.  Id. 

84.  Id. ,  at  5608. 

85.  12  U.S.C.A.  §  ?.749bbb-10a(b)  . 

86.  H.R.  Rep.  No.  91-1556,  supra  note  73,  at  5608. 

87.  19  75  Annual  Report  of  HUD  47. 

88.  H.R.  Rep.  No.  91-1556,  supra  note  73,  at  5606. 
8g   1975  Annual  Report  of  HUD  47. 

90.  H.R.  Rep.  No.  91-1556,  supra  note  73,  at  5606. 

91.  IcL 

92.  Id.,  at  5607. 

93.  Id. 

94.  Id. 

95.  Id. 

96.  Id.,  at  5607-08. 

97.  Id.  at  5607. 

98.  1975  Annual  Report  of  HUD  47. 

99.  Comptroller  General's  Report  to  Congress,  "The  Federal  Crime  Insurance  Program: 
How  It  Can  Be  Made  More  Effective,"  Apr.  11,  1975,  at  i. 

100.  Id. 

101.  1975  Annual  Report  of  HUD  47. 

102.  Comptroller  General's  Report,  supra  note  99,  at  i. 

103.  Id. 

104.  Id. 

105.  Id. ,  at  ii. 

106.  Id. ,  at  ii-iii. 
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107.  Id. ,  at  iv. 

108.  1975  Annual  Report  of  HUD  47. 

109.  Id. 

110.  Id. 

111.  42  U.S.C.A.  §  2210. 

112.  S.  Rep.  No.  94-454,  94th  Cong.,  1st  Sess.  (1975),  1975  U.S.  Code  Cong.  &  Ad.  News 
2251. 

113.  Id. 

114.  Id. 

115.  Id.,  at  2252. 

116.  Id. 

117.  Id.  at  2259. 

118.  Id.  at  2252. 

119.  Id. 

120.  Id.,  at  2255.   For  licensees  intending  to  operate  certain  major  power  reactors, 
the  Commission  must  require  the  maximum  amount  of  insurance  available  from 
private  sources  ($125  million  at  the  end  of  1975).   Id.,  at  2256.   For  other 
licensees,  the  Commission  may,  in  its  discretion,  require  a  lesser  amount.   Id. 


121. 

Id. 

122. 

Id.  , 

at 

2252. 

123. 

Id., 

at 

2259. 

124. 

Id. 

If 

for 

125. 
126. 
127. 
128. 

129 

130 


If,  for  instance,  a  deferred  premium  of  $3  million  per  reactor  is  set 
at  a  particular  time  and  a  total  of  100  reactors  had  been  licensed  to  operate 
up  to  that  time,  then  $300  million  would  be  available  at  that  time  to  provide 
payment  of  damages  in  this  secondary  layer  of  insurance  before  any  of  the 
government  indemnity  is  tapped.   Id. 


Id. 


at  2260. 


Commercial  Nuclear  Power 


Id. ,  at  2267. 

Id. 

Rasmussen,  "An  Assessment  of  Accident  Risks  in  U.S. 
Plants,"  Oct.  30,  1975. 

.  S.  Rep.  No.  94-454,  supra  note  112,  at  2267. 

.  1975  Annual  Report  of  the  U.S.  Nuclear  Regulatory  Commission  28.   As  of 
June  30,  1975,  117  indemnity  agreements  with  licensees  were  in  effect. 
During  the  period  of  January  through  June,  1975,  indemnity  fees  received  by 
the  Nuclear  Regulatory  Commission  totaled  $1.6  million,  bringing  the  total 
fees  collected  since  the  inception  of  the  program  to  $10.4  million. 

During  1975,  the  two  private  nuclear  energy  liability  insurance  pools  paid  to 
policyholders  the  ninth  annual  refund  of  premium  reserves  under  the  industry 
credit  plan.   The  private  refunds  totaled  $1.4  million,  which  is  about  70% 
of  all  premiums  paid  by  the  affected  policyholders  in  1965,  and 
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approximately  97.8%  of  the  reserve  established  from  these  premiums.  Id . 
Despite  the  difficulty  in  judging  the  success  of  this  excess  insurance 
mechanism,  the  Insurance  Contractor  has  concluded  that  the  provision  of 
federal  product  liability  insurance,  using  the  model  of  excess  insurance 
for  nuclear  accidents,  would  be  the  best  mechanism  to  use  to  alleviate 
a  serious  availability  problem  in  the  products  liability  insurance  area. 

See  Insurance  Study;  ITFPL-77/03,  at  4-30,  4-31. 

131.  Act  of  Aug.  12,  1976,  P.L.  No.  94-380. 

132.  122  Cong.  Rec.  S.  14121,  H.  8655  (daily  ed.  Aug.  10,  1976). 

133.  12  Weekly  Comp.  of  Presidential  Documents  1256-57  (Aug.  12,  1976). 

134.  12  Weekly  Comp.  of  Presidential  Documents  1243-44  (Aug.  4,  1976). 

135.  Id. 

136.  Id. 

137.  Id.   See  also  Clark,  "Products  Liability,  Insurance  and  the  Enterprise  Liability 
System,"  11-12  (unpublished  1976)  (discussing  the  analogy  between  the  recent 
swine  flu  insurance  crisis  and  problems  in  insuring  products). 

138.  122  Cong.  Rec.  §  14116  (daily  ed .  Aug.  10,  1976). 

139.  Senator  Kennedy's  statement  of  August  10,  1976,  which  was  read  during  the 
Senate  debate  on  the  legislation,  typifies  what  was  said  throughout  the 
debate: 

As  Secretary  Mathews  told  us  the  other  day,  all  of 
the  good-faith  efforts  on  the  part  of  his  Department 
were  frustrated  at  every  turn  by  the  unwillingness 
of  the  insurance  companies  to  undertake  a  reasonable 
participation  in  the  immunization  program.   Despite 
the  fact  that  several  decades  of  experiences  have  been 
gained  in  the  administration  of  several  hundred  million 
influenza  immunization  doses,  with  very  few  law  suits 
resulting  from  these  programs,  the  insurance  industry 
is  apparently  unwilling  to  participate,  despite  the  extensive 
field  trials  of  the  new  vaccines  which  show  that  they  are 
safer  than  those  employed  in  the  past.   Not  only  is  the 
swine  flu  immunization  program  held  hostage  and 
threatened  with  failure  by  this  unexpected  position  of 
the  insurance  industry,  but  even  more  disturbing  is  the 
suggestion  that  other  federally-funded  immunization 
programs  are  now  threatened  with  lack  of  insurance 
coverage.  .  .  . 

The  position  taken  by  the  insurance  industry  in  this 
country  with  respect  to  these  immunization  programs 
is  incomprehensible  to  me.   The  fact  that  they  should 
have  been,  for  a  while  at  least,  in  a  position  to  shut 
down  a  program  of  such  potential  significance  to  the 
health  of  the  American  people  is  shocking  and  shows 
both  a  cupidity  and  an  inexcusable  lack  of  social 
obligation  to  the  needs  of  the  American  people.   One 
would  have  hoped  that  in  our  free  enterprise  system,  the 
insurance  industry  might  have  been  able  to  find  some 
reasonable  basis  to  undertake  insurance  coverage  of  so 
important  a  program,  and  at  a  reasonable  price  based  upon 
actuarial  experience.   It  may  be  necessary,  Mr.  President, 
to  reexamine  the  role  of  the  insurance  industry  in  other 
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federal  programs,  and  to  reconsider  some  of  the 
special  treatments  that  they  have  received  at 
the  hands  of  the  Congress . 

140.  28  U.S.C.A.  §  1346(b). 

141.  P^L.  No.  94-380. 

142.  Id. 

143.  Id. 

144.  122  Cong.  Rec .  §  14109  passim  (daily  ed .  Aug.  10,  1976). 


am 
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b.       Federal    Reinsurance 


185 


FEDERAL  REINSURANCE 

I. 
Introduction 

Reinsurance,  a  common  method  of  spreading  unpre- 
dictable insurance  risks,  is  merely  coverage  which  insurance 
companies  acquire  from  outside  sources  to  protect  themselves 
against  abnormal  fluctuations  in  their  loss  experience  for  a 
given  period  of  time.   Frequently,  when  risks  are  regarded  as 
highly  unpredictable,  a  federal  program  of  reinsurance  is  sug- 
gested as  a  remedy  for  insurers.   Such  a  program  fully  utilizes 
the  existing  private  insurance  industry.   Under  it,  agents  and 
brokers  of  private  insurance  companies  continue  to  exercise 
their  own  judgment  before  entering  into  contracts  with  those 
seeking  insurance.   The  main  difference  which  can  be  effected 
by  a  federal  reinsurance  mechanism  is  that  one  additional  factor 
is  injected  into  the  contracting  process.   An  instrumental  fac- 
tor which  may  induce  an  insurer  to  provide  coverage  for  high 
risks  is  the  insurer's  ability  to  utilize  a  reinsurance  market, 
since  a  part  of  the  risks  will  then  be  borne  by  the  reinsurer. 
By  so  utilizing  a  reinsurance  market,  an  insurer  can  stabilize 
underwriting  results,  protect  its  capital  and  enlarge  it  capacity 
to  provide  general  coverage. 

When  reinsurance  is  available  only  through  the  private 
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insurance  industry,  the  same  factors  which  inhibit  direct 
insurers  from  undertaking  a  more  extensive  underwriting  program 
for  a  particular  risk  also  prevent  reinsurance  from 
entering  the  market.   If  a  line  of  insurance  is  consid- 
ered unprofitable — even  without  substantiation  of  this 
view  in  underwriting  statistics — a  reinsurance  company 
will  constrict  its  coverage.    The  tightening  of  the 
reinsurance  market  and  the  concurrent  constriction  of 
the  primary  insurance  market  mutually  reinforce  and 
accelerate  the  pace  of  one  another.   On  the  other  hand, 
if  the  federal  government  were  to  become  fiscally  com- 
mitted to  providing  reinsurance  under  a  self-sustaining 
program,  this  might  stifle  fears  about  the  unprof itabil- 
ity  of  providing  coverage. 

Another  factor  which  inhibits  the  private 
reinsurance  market  is  the  "capacity  crunch."   Many 
insurers  are  obliged  to  curtail  their  writings  in  a 
particular  field  if  it  appears  that  a  proper  ratio  of 
writing  to  policyholders'  surplus  cannot  be  maintained. 
Obviously,  the  federal  government  has  no  such  limitation 
on  its  capacity.   Thus,  to  the  extent  that  insurers 
can  cede  reinsurance  to  the  federal  government  and 
thereby  reduce  their  liabilities,  the  capacity  problem 
is  lessened. 
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Another  advantage  of  a  federal  program  involves 
the  predictability  and  reinsurance  availability  from  the 
standpoint  of  primary  insurers.   While  changes  in  government 
regulations  are  sometimes  unpredictable,  they  can  be 
made  quite  definite  and  are  not  subject  to  the  market 
inhibitions  which  deter  private  reinsurers  when  the 
economy  takes  an  unpredictable  turn. 

While  federal  reinsurance  is  a  common  feature 

2 
of  several  federal  insurance  programs,   most  of  these 

are  not  primary  reinsurance  mechanisms.   One  program 

in  which  reinsurance  is  the  primary  aspect  is  riot  and 

3 
civil  commotion  reinsurance.    In  addition,  in  the  field 

of  medical  malpractice,  bills  were  proposed  last  year 

in  the  Senate  and  House  of  Representatives  that  would 

provide  for  federal  reinsurance  in  states  that  enacted 

4 
special  enabling  legislation.    These  two  programs  appear 

to  be  the  most  valuable  models  to  study  in  an  inquiry  into 

the  feasibility  of  a  federal  products  liability  reinsurance 

mechanism.   They  are  both  responses  to  an  insurance 

availability  crisis.   They  both  relate  to  the  insurance  of 

a  particular  risk  and  attempt  to  solve  a  potentially  broad 

social  problem.   The  urban  property  problem  is  clearly 

related  to  actual  changing  social  conditions,  whereas 

the  medical  malpractice  problem  resulted  from  a  change 

in  the  nature  and  volume  of  litigation  and  may  thus  have 


188 


more  similarities  to  product  liability.   However,  with 
federal  riot  reinsurance,  there  is  a  program  with  an 
eight-year  history  to  study  and  evaluate.   In  contrast, 
with  medical  malpractice,  no  bill  was  passed,  and 
analysis  must  rely  on  committee  hearings  and  the 
statements  of  legislators  and  experts   to  reach  any 
conclusion.   The  only  hard  fact  is  the  failure  of 
both  of  the  proposed  bills  and  this,  in  itself,  may 
have  significance. 


II. 

Assessment 

There  is  certainly  little  likelihood  that  any 
federal  reinsurance  program  contemplated  here  would  be 
held  unconstitutional.   The  Commerce  Power,  which  Congress 
would  invoke  in  enacting  any  program  of  federal  product 
reinsurance,  raises  a  very  limited  judicial  standard  of 
review.   The  court  merely  asks:   (1)  whether  Congress 
has  a  rational  basis  for  finding  that  manufacturers' 
inability  to  obtain  products  liability  coverage  could 
effect  commerce;  and  (2)  if  it  had  such  a  basis,  whether 
the  means  selected  to  eliminate  that  problem  are  reason- 
able.   While  Congress  could  pursue  other  methods  to 
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eliminate  the  obstructions  to  interstate  commerce  which 
an  unavailability  of  products  liability  insurance  would 
cause,  this  is  a  matter  of  policy  that  rests  entirely 
with  Congress,  not  with  the  Courts. 

The  next  consideration  is  whether  such  a 
system  will  increase  the  availability  of  affordable 
insurance.   Judging  from  the  example  of  the  riot  rein- 
surance program,  a  federal  reinsurance  program  is  no 
guarantee  of  increased  availability  or  reduced  costs. 
It  could  never  be  a  permanent  solution  to  these  prob- 
lems, and  it  would  probably  not  even  serve  as  a 
temporary  solution,  unless  it  were  coupled  with  other 
action  that  would  eliminate  the  causes  of  insurance 
losses,  as  well  as  the  fear  of  such  losses.   Of  course, 
this  assumes  that  the  type  of  federal  reinsurance  pro- 
gram being  considered  is  one  which  would  be  self-sustaining, 
with  primary  insurers  purchasing  reinsurance  premiums 
at  unsubsidized  rates.   A  vastly  different  federal 
reinsurance  program  could  guarantee  availability  and 
lower  cost  by  heavily  subsidizing  the  reinsurance 
premium  rates  or  by  making  reinsurance  available  at 
no  cost  to  primary  insurers.   Such  a  program  seems 
more  highly  speculative,  since  it  would  be  a  drain 
on  the  federal  budget.   Moreover,  if  the  government 
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bears  a  large  share  of  the  risk  of  loss,  it  is  really 
the  primary  insurer. 

Whether  a  federal  products  liability  rein- 
surance program  would  provide  any  added  incentive  for 
risk  prevention  primarily  depends  on  the  use  of  con- 
ditions, the  performance  of  which  would  be  a  pre- 
requisite to  obtaining  reinsurance  coverage.   An 
example  of  this  is  the  use  of  conditions  in  the 
federal  riot  reinsurance  program.   The  use  of  such 
conditions  requires  inspections.   In  most  of  the 
insurance  industry,  there  is  presently  very  little 

opportunity  for,  or  use  of,  inspections  for  product 

7 
risk  rate-setting.    Presumably,  a  federal  program 

requiring  inspections  could  have  a  major  impact  on 

encouraging  risk  prevention.   However,  it  must  be 

recognized  that  the  requirement  of  inspections  would 

have  the  effect  of  increasing  the  cost  of  insurance, 

both  because  risks  which  insurers  do  not  know  about 

now  would  be  discovered  and  because  the  administrative 

cost  of  the  inspections  would  have  to  be  passed  on 

to  the  insured.   Finally,  it  must  be  noted  that 

federal  reinsurance  and  federal  inspections  for  risk 

preventions  are  independent  concepts,  either  of  which 

could  be  enacted  without  the  other. 
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Because  of  the  absence  of  reliable  statis- 
tical data  available  in  the  products  liability  insur- 
ance field,  any  proposal  for  a  federal  products  liability 
insurance  program  will  suffer  somewhat  from  the  crit- 
icism that  it  is  highly  speculative  in  nature  and  format. 
If  federal  reinsurance  is  to  provide  coverage  only 
for  indemnities  above  a  certain  figure,  there  must 
be  statistical  support  for  setting  that  figure. 
Without  data  to  establish  the  appropriate  rates  for 
the  initial  reinsurance  premiums,  it  is  highly  spec- 
ulative to  predict  whether  enough  primary  insurers 
would  participate  in  such  a  federal  program  to  make 
it  a  success.   Federal  reinsurance  can  only  success- 
fully spread  the  risk  of  product-related  losses  if 
it  creates  terms  attractive  enough  to  bring  a  large 
number  of  insurers  into  the  field.   This  would  pro- 
vide a  sufficient  pool  or  mandated  placement  facility 
to  spread  the  risk.   However,  there  is  little  rational 
support  for  doing  this  on  a  state-by-state  basis  and 
a  national  pool  might  be  bureaucratically  cumbersome 
and  even  further  from  essential  rate-setting  experi- 
ence and  knowledge.   There  are,  therefore,  strong 
indications  that  a  federal  products  liability  rein- 
surance mechanism  would  do  little,  in  itself,  to 
solve  all  of  the  present  problems  in  the  field. 
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III. 

Models 

A.   Urban  Riot  Reinsurance 
1 .   Description 

In  January  1968,  Congress  received  the  recommend- 
ations of  the  Report  of  the  President's  National  Advisory 
Panel  on  Insurance  in  Riot-Affected  Areas,  entitled  "Meeting 

o 

the  Insurance  Crisis  of  Our  Cities."    Those  recommendations 
represented  the  results  of  four  months  of  study  and 
consideration  of  recommendations  of  residents  and  businesses 

of  inner-city  areas,  insurance  industry  representatives,  and 

9 
government  officials.    The  Panel  report  and  its  recommendations 

were  endorsed  by  the  President,  various  state  officials,  and 

all  segments  of  the  insurance  industry. 

The  report  presented  facts  that  indicated,  without 

question,  the  existence  of  an  insurance  crisis  in  the  nation's 

cities.   The  deterioration  of  many  inner-city  areas  threatened 

the  economic  and  social  health  of  the  cities  as  a  whole. 

This  deterioration  caused  the  owners  of  well-maintained 

properties  to  be  unable  to  obtain  adequate  property  insurance. 

It  was  found  that  private  insurance  companies  engaged  in 

the  practice  of  "redlining"  entire  sections  of  cities  after 

a  determination  that  offering  insurance  there  was  not 
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economically  feasible.   "Redlining"  resulted  in  an  almost 
automatic  denial  of  insurance  for  property  owners  in  those 
sections  for  reasons  of  location  alone.   Without  insurance 
coverage  against  fire  and  crime,  banks  and  other  lenders 
would  not  extend  credit  for  the  purchase  and  improvement  of 
real  property  or  for  financing  business  inventories. 
Property  deteriorated  and  business  stagnated  within  the 
area.   This,  in  turn,  affected  adjoining  areas  so  that  the 
problems  expanded  and  accelerated.     In  this  way,  this 

situation,  like  product  injuries,  became  a  broad  social  problem, 

Civil  disorders  in  many  cities  aggravated  the 
problem  even  further.   Property  insurance  companies  generally 
purchase  reinsurance  against  abnormally  high  losses  from 
various  perils.   The  unusually  high  losses  on  riot  coverage 
paid  by  the  property  insurance  industry  in  the  years  preceding 
196  8  raised  the  question  of  whether  the  same  reinsurance 
arrangements  would  continue  to  be  available.   Without  this 

reinsurance,  underwriters  could  not  continue  to  provide  riot 

12 
coverage  in  the  various  lines  of  property  insurance . 

Responding  to  these  problems,  Congress  aporoved 

13 
the  Urban  Property  Protection  and  Reinsurance  Act  of  1968 

as  part  of  the  Housing  and  Urban  Development  Act  of  1968.   The 

legislatively  stated  purposes  of  the  Act  were  to: 

(1)  encourage  and  assist  the  various  State 
insurance  authorities  and  the  property 
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insurance  industry  to  develop  and  carry 
out  statewide  programs  which  will  make 
necessary  property  insurance  coverage 
against  the  fire,  crime  and  other  perils 
more  readily  available  for  residential, 
business,  and  other  properties  meeting 
reasonable  underwriting  standards;  and 
(2)  provide  a  Federal  program  of  reinsurance 
against  abnormally  high  property  insurance 
losses  resulting  from  riots  and  other  civil 
commotion,  place  appropriate  financial 
responsibility  upon  the  States  to  share  in 
such  losses. 

In  an  attempt  to  achieve  these  goals,  Congress 
utilized  the  structure  of  the  existing  private  insurance 
industry.   In  exchange  for  industry  participation  in 
statewide  plans  to  assure  city  property  owners  "fair  access 
to  insurance  requirements"  (called  FAIR  Plans),  the  fed- 
eral government  now  protects  the  insurers  from  catas- 
trophic loss  through  a  program  of  reinsurance.     Each 
insurer  desiring  reinsurance  must  file  a  pledge  of  full 
participation  in  the  FAIR  Plan,    and  must  not  prohibit 

agents  or  brokers  from  soliciting  business  through  the 

17 
FAIR  Plan.     This  business  generally  does  not  turn  as  high 

a  profit  as  purely  private  underwriting.   In  theory, 
everyone  benefits.   The  insurance  industry  profits  by  re- 
ceiving a  greater  volume  of  premiums  without  the  previous 
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threat  to  its  solvency,  while  property  owners  profit 
by  increased  access  to  the  insurance  market. 

FAIR  Plans  may  vary,  but  they  must  contain 
certain  minimum  provisions.   A  state  inspection  and 

rating  bureau  must  conduct  free  inspections  of  every 

1 8 
property  for  which  insurance  is  sought.     The  bureau  must 

then  report  its  findings  to  the  property  owner.   This  is 

also  a  disclosure  requirement.   The  owner  must  be  informed: 

19 
(1)  that  the  insurance  will  be  written  without  surcharges; 

or  (2)  that  the  insurance  will  be  written  with  surcharges 

20 
added  because  of  specified  defects  in  the  property;    or 

(3)  that  insurance  cannot  be  written  unless  certain 

21 
specified  improvements  are  made;    or  (4)  that  insurance 

cannot  be  written  because  of  certain  specific  reasons  not 

22 

subject  to  improvement. 

The  Plans  also  must  establish  industry-wide 
placement  facilities  to  receive  insurance  applications  and 

to  distribute  the  risks  equitably  among  the  participating 

23 

insurers.     The  Plans  may  employ  a  pooling  arrangement 

or  a  joint  underwriting  association  to  achieve  an  equitable 
distribution,  and  participating  insurers  are  free  to 
continue  to  use  deductibles,  percentage  participation 

clauses,  and  other  underwriting  devices  to  meet  special 

24 
problems  of  insurability.     This  pooling  of  the  risk  is 

an  important  aspect  of  the  plan.   The  pooling  allows  the 
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risk  to  be  spread  and  improves  the  loss  spreading  efficiency 
of  the  system  in  a  manner  independent  of  the  reinsurance 
aspect.   It  is  important  to  recognize  how  making  the 
reinsurance  safeguard  available  to  the  insurance  industry 
allows  the  government  to  mandate  other  loss  spreading 
devices,  such  as  some  form  of  pooling. 

The  reinsurance  provisions  of  the  Act  apply  only 

to  riot  caused  damages,  not  to  all  losses  covered  by  the 

25 

placement  facilities.     The  insurer  must  contract  for 

reinsurance  with  the  Secretary  of  Housing  and  Urban 
Development  (HUD)  by  paying  HUD  1-1/4  percent  of  the 
premiums  collected  on  the  basic  property  insurance  provided 
under  the  program.     If  riot  claims  occur,  a  company  must 
pay  toward  the  claims  up  to  2  percent  of  all  the  property 
insurance  premiums  derived  from  the  state,  with  HUD  paying 

the  remainder  from  its  pool  of  premiums  collected  from  other 

27 
participating  companies  throughout  the  country.     If  these 

funds  fail  to  cover  the  loss,  other  property  insurance 

companies  within  the  state  must  contribute  up  to  2  percent 

of  all  the  property  insurance  premiums  they  derived  from 

2  8 
the  state.     If  this  amount  is  still  insufficient  to  pay 

outstanding  claims,  the  state  where  the  riot  occurred  would 

have  to  contribute  up  to  5  percent  of  the  total  premiums 

29 
collected   by  all  the  property  insurers  within  the  state. 
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Any  losses  in  excess  of  this  amount  would  be  financed 

30 
by  funds  HUD  borrows  from  the  United  States  Treasury. 

These  loans  would  be  repaid  by  HUD  from  future  reinsurance 

31 
premiums . 

The  Act  is  committed  to  the  elimination  of 

"environmental  hazards"  as  a  relevant  criterion  in 

determining  the  rates  at  which  insurance  premiums  will  be 

32 

written.     An  "environmental  hazard"  is  defined  in  the 

Act  as  "any  hazardous  condition  that  might  give  rise  to 

loss  under  an  insurance  contract,  but  which  is  beyond 

33 
the  control  of  the  property  owner."     The  decision  to 

insure  or  not  to  insure  is  to  focus  on  conditions  intrinsic 

to  a  particular  property,  such  as  safe  wiring  and  adequate 

fireproof ing,  rather  than  on  past  area  riots  or  general 

34 
neighborhood  decay. 

35 
In  spite  of  serious  criticisms,    the  National 

Insurance  Development  Act  of  1975  was  passed,  extending  the 
program  without  change  to  April  30,  1978.     In  its  consider- 
ation of  the  bill,  the  House  Banking,  Currency  and  Housing 
Committee  noted,  "In  the  Committee's  view,  the  program  has 

been  and  continues  to  be  both  viable  and  of  significant 

i    ..37 
value . 
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2 .   Comparison 

There  are  a  number  of  points  to  consider  in 
comparing  a  proposed  remedy  of  federal  products  liability 
reinsurance  to  the  existing  federal  riot  reinsurance. 
One  of  the  chief  complaints  of  those  currently  covered 
by  products  liability  insurance  is  that  their  premium 
rates  have  skyrocketed.   The  federal  riot  reinsurance 
program  makes  it  clear  that  federal  reinsurance  is  not 
a  guarantee  of  reduced  premiums.   The  inspection  requirements 
of  that  program,  in  fact,  caused  an  increase  in  premium 
rates  compared  to  the  rates  before  the  legislation.   Perhaps 
inspection  requirements  would  not  be  a  part  of  a  federal 
products  liability  reinsurance  program.   Without  inspections, 
however,  it  is  difficult  to  see  how  the  program  could 
introduce  an  incentive  for  risk  prevention. 

The  only  way  in  which  a  federal  reinsurance 
program  would  result  in  a  reduction  in  current  products 
liability  insurance  premiums  would  be  if  the  current  problem 
is  merely  an  aberration  in  the  pre-existing  products  liability 
insurance  underwriting  experience.   If  federal  reinsurance 
of  riot  losses  succeeds,  it  will  be  because  the  civil 
disorders  of  the  1960's  prove  to  be  an  aberration  in  the 
pre-existing  urban  property  insurance  underwriting 
experience.   If  the  quality  of  life  in  the  cities  improves, 
the  risk  of  loss  covered  by  urban  property  insurance  will 
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diminish,  the  profitability  of  urban  property  insurance 
will  again  become  apparent,  and  the  private  insurance 
industry  will  again  make  essential  property  insurance  fully 
available  in  the  cities  without  federal  reinforcement.   In 
other  words,  federal  reinsurance  is  only  a  temporary 
remedy.   It  would  only  be  useful  in  the  products  liability 
field  if  there  were  some  evidence  that  the  expanding  web 
of  liability  for  product-related  injury  resulting  from 
judicial  reliance  on  the  Restatement  (Second)  of  Torts 
§  402A  was  an  aberration,  or  if,  at  least,  the  outer 
limits  of  its  expanse  were  in  clear  view.   Unless  it  is 
to  become  a  hidden  subsidy  for  a  particular  group  of 
insureds,  the  success  of  federal  reinsurance  hinges  upon 
a  return  to  normalcy  through  the  elimination  of  the  causes 
of  disastrous  losses  as  well  as  the  fear  of  disastrous 
losses . 

Federal  reinsurance  also  olaces  the  insured  and 
the  government  at  the  mercy  of "the  judgment  factor"  being 
exercised  by  private  insurance  agents  and  brokers.   There  is 
a  substantial  question  whether  an  insurance  agent,  relying 
on  percentage  commissions  for  his  livelihood,  would  have 
his  "judgment"  influenced  when  selling  to  a  very  large 
manufacturer,  as  compared  to  a  small  manufacturer.   This 
is  one  of  the  deficiencies  in  the  riot  reinsurance  program 
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cited  by  the  Federal  Insurance  Administration.   Since 
statistical  data  is  not  yet  concrete  and  credible  in 
the  developing  field  of  products  liability,  the  govern- 
ment would  have  no  way  to  monitor  the  program  objectively. 

Unless  all  private  products  liability  insurers 
were  required  to  participate  in  the  federal  reinsurance 
program  with  respect  to  all  of  their  insureds,  the  insureds 
covered  by  a  federal  program  could  get  inequitable  treatment 
as  a  "second  class  risk,"  compared  to  insureds  not  covered 
by  the  federal  program.   This  "second  class"  treatment 
could  take  the  form  of  automatic  surcharges  or  procedural 
burdens,  as  it  has  in  the  riot  reinsurance  program. 
Initiation  of  a  voluntary  reinsurance  program  for  products 
liability  insurers  at  this  time  would  ignore  the  Federal 
Insurance  Administration's  serious  criticism  of  all 
residual  market  mechanisms  in  its  proposal  for  "Full 
Insurance  Availability"  to  be  enacted  on  the  state  level. 

By  the  government's  treating  products  liability 
insurance  separately  from  all  of  a  business 's  other 
coverage,  the  business  might  be  denied  access  to  the 
economies  inherent  in  package  policies  and  other  coverage 
options.   At  this  time,  almost  all  products  liability 
coverage  exists  as  part  of  a  general  liability  package. 
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For  example,  some  businesses  might  find  that  their  present 
insurer  chooses  not  to  participate  in  the  federal  reinsurance 
program  and  that  a  new  insurer  will  offer  only  products 
liability  coverage.   When  coverages  must  be  purchased 
separately,  the  total  cost  to  the  insured  is  significantly 
higher  than  if  they  were  purchased  in  a  package  policy. 

On  the  other  hand,  of  course,  the  advantage  of 
a  federal  reinsurance  program  is  its  minimal  federal 
involvement  and  financial  commitment  in  achieving  desired 
results.   It  is  a  classic  in  the  "carrot  and  stick"  approach 
to  involving  the  private  sector  in  effectuating  a  government 
policy.   Observers  differ  as  to  whether  the  riot  reinsurance 
program  is  fulfilling  its  goal  of  making  essential  property 
insurance  fully  available  in  the  participating  states,  but 
none  of  them  have  been  able  to  criticize  the  program  as 
an  excessive  spending  program  or  burden  on  the  federal 
taxpayers.   Even  if  it  does  not  solve  the  problem,  such 
a  program  will,  at  least,  do  little  harm. 

B.   Proposed  Medical  Malpractice  Reinsurance 
1 .   Description 

In  April  1975,  the  Subcommittee  on  Health  of  the 
Senate  Committee  on  Labor  and  Public  Welfare  held  hearings 
on  several  proposals  for  legislation  to  alleviate  the 
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skyrocketing  premium  rates  and  potential  unavailability 

3  8 
of  medical  malpractice  insurance  throughout  the  country. 

The  proposal  in  the  Senate  was  entitled  the  Federal  Medical 

39 

Malpractice  Insurance  Act. 

This  bill  would  provide  for  the  establishment  of 
a  development  fund  similar  to  the  existing  National 
Insurance  Development  Fund.   It  would  protect  insurance 
companies  from  catastrophic  medical  malpractice  losses 
by  providing  them  with  reinsurance  coverage  for  indemnities 
above  $25,000.   It  was  planned  that  the  $25,000  figure 
would  be  subject  to  adjustment  based  on  actuarial  data, 
as  soon  as  it  could  be  compiled.   The  federal  reinsurance 
could  be  available  only  in  those  states  which  passed 
enabling  legislation  establishing  a  nonbinding  arbitration 
mechanism  for  malpractice  claims.   In  addition,  companies 
participating  in  the  reinsurance  pool  would  be  compelled 

to  provide  the  Secretary  of  Health,  Education  and  Welfare 

40 
with  data  concerning  their  claims  experience. 

This  bill  never  reached  the  full  committee  or 

the  floor  of  the  Senate.   A  somewhat  similar  bill,  introduced 

in  the  House  of  Representatives  was  entitled  the  Medical 

Malpractice  Claims  Settlement  Assistance  Act  and  featured 

reinsurance  coverage  for  indemnities  above  $200,000  in 

41 
those  states  establishing  a  binding  arbitration  mechanism. 
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It  never  received  committee  or  floor  action  in  the  House. 
Nevertheless,  some  of  the  testimony  before  the  Senate 
subcommittee  is  relevant  to  determine  how  well  a 
federal  reinsurance  program  would  be  received  as  a 
solution  to  a  problem  of  insurance  unavailability. 

Speaking  for  the  Administration,  Caspar  W.  Wein- 
berger said,  "We  oppose  Federal  intervention  [with  a] 
malpractice  insurance  mechanism  at  this  time."     Among 
his  reasons,  he  cited  "the  enormous  administrative  effort 
that  would  be  required  [for  a  reinsurance  program]  without 

any  kind  of  assurance  that  it  would  improve  the  problems 

43 
of  availability  and  cost  of  malpractice  insurance." 

He  stated  further,  "In  addition,  the  $25,000  level  [of 

the  Senate  Bill]  fails  to  recognize  that  insurance  companies 

44 
vary  in  their  ability  to  sustain  losses." 

Dr.  Russell  J.  Rowell,  president  of  the  Massachusetts 

Society  of  Anethesiologists  and  chairman  of  the  legislative 

committee  of  the  Massachusetts  Medical  Society,  favored 

federal  reinsurance  as  part  of  the  solution: 

It  is  felt  that  activities  on  the  federal 
level  should  be  supportive  in  nature  and 
would  principally  be  limited  to  the  utilization 
of  the  reinsurance  principle.  .  .  .   [T]he 
federal  reinsurance  programs,  involving  no 
federal  tax  funds  .  .  .  are,  we  must  recognize, 
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in  no  way  permanent  or  long-range  solutions 

45 
to  the  problem. 

The  long-range  solution,  he  said,  would  require  replacement 

of  the  "fault"  system  of  fixing  professional  liability 

and  socialization  of  the  risk  cost.   Dr.  Malcolm  C.  Todd, 

president  of  the  American  Medical  Association,  opposed 

federal  reinsurance: 

AMA  supports  the  general  concept  of  reinsurance 
for  professional  liability.   It  believes, 
however,  such  reinsurance  can  and  should  be 
provided  without  a  federal  program.  .  .  . 
The  states  are  acting  on  the  problem  at 
the  present  time  and  should  be  given  an 
opportunity  to  provide  adequate  remedies  at 
the  state  level. 
It  seems  more  likely  in  the  present  products  liability 

insurance  problem  that  manufacturers  will  agree  more  with 

the  viewpoint  of  Dr.  Rowell  than  that  of  Dr.  Todd.   Though 

there  have  been  some  attempts  to  solve  the  problem  of 

unavailability  of  products  liability  insurance  on  a  state 

level,  such  as  in  Massachusetts  and  Connecticut,  there 

was  at  the  time  of  the  federal  hearings  on  medical  malpractice 

insurance  much  more  activity  in  that  field  at  a  state  level. 

This  is,  of  course,  appropriate  to  the  much  more  local 

nature  of  a  medical  practice  as  compared  to  a  manufacturer 

who  puts  products  into  the  stream  of  commerce. 


205 


2 .   Comparison 

Looking  at  the  proposed  bills  and  the  hearings, 
it  is  possible  to  compare,  in  some  aspects,  the  proposed 
medical  malpractice  reinsurance  program  to  a  federal  products 
liability  reinsurance  program.   The  Senate  hearings  on 
medical  malpractice  reinsurance,  like  the  Congressional 
hearings  on  riot  reinsurance,  reveal  the  underlying 
Congressional  attitude  toward  federal  reinsurance  programs. 
They  treat  them  as  a  classic  "carrot  and  stick"  approach 
to  involving  the  private  sector  and  the  states  in  effectuating 
a  federal  policy.   The  goal  is  to  effectuate  the  policy 
without  spending,  at  least  initially,  a  significant  amount 
of  federal  funds.   The  malpractice  reinsurance  proposal's 
proponents  viewed  it  as  a  way  to  increase  availability 
and  reduce  cost  of  malpractice  insurance  and  to  get  the 
states  to  adopt  arbitration  mechanisms  without  cost  to 
the  federal  taxpayer.   However,  there  is  an  equal,  or 
greater,  body  of  opinion  to  indicate  that  it  could  not 
operate  as  such  a  panacea. 

The  contrast  in  the  Senate  and  House  bills 
gives  some  indication  of  the  absence  of  reliable  statistical 
data  in  the  medical  malpractice  insurance  field  which 
makes  intelligent  proposals  for  an  insurance  solution  all 
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the  more  difficult.   Thus,  both  the  $25,000  of  the 
Senate  bill  and  the  $200,000  of  the  House  bill,  as  the 
figure  above  which  there  would  be  federal  reinsurance 
coverage,  appear  to  have  been  chosen  arbitrarily.   Indeed, 
as  Secretary  Weinberger  suggests,  any  such  figure  enacted 
for  application  to  all  insurance  companies  in  the  program 
would  fail  to  recognize  that  individual  companies  vary 
in  their  ability  to  sustain  losses.   Whatever  the  figure 
used  by  a  federal  reinsurance  program,  it  would  probably 
be  too  high  to  meet  the  needs  of  some  companies  and 
unnecessarily  low  with  respect  to  other  companies.   Both 
the  absence  of  reliable  statistical  data  and  the  need  to 
avoid  an  arbitrary  coverage  figure  would  create  comparable 
difficulties  in  a  federal  products  liability  reinsurance 
program. 

As  Secretary  Weinberger  also  suggests,  federal 
reinsurance  is  no  guarantee  of  improved  availability  or 
reduced  cost  of  insurance.   It  is  more  likely  that  federal 
reinsurance  could  only  achieve  those  two  goals  if  the 
current  problems  of  unavailability  and  high  cost  are 
attributable  to  a  misreading  by  the  industry  of  a  pending 
and  future  expansion  of  the  law  governing  a  particular 
type  of  liability.   If  this  were  the  source  of  the  problem, 
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federal  products  liability  reinsurance  could  definitely 
serve  as  a  temporary  remedy.   However,  it  appears  that 
any  federal  reinsurance  proposal  must  be  coupled  with 
action  such  as  tort  law  change  or  safety  regulation, 
that  would  eliminate  the  causes  of  disastrous  losses  by 
insurers  as  well  as  their  fear  of  disastrous  losses. 

Several  of  those  testifying  at  the  Senate 
hearings  reiterated  the  proposition   that  a  federal 
reinsurance  mechanism  would  involve  no  cost  to  the  federal 
taxpayer.   However,  clearly  this  is  only  true  if  the  cost 
of  the  reinsurance  premiums  is  high  enough  so  that  the 
federal  fund  exceeds  the  indemnities  to  be  paid  for 
catastrophic  losses  plus  the  administrative  costs  of  the 
program  (which  Secretary  Weinberger  suggests  would  be 
enormous).   At  the  same  time,  the  cost  of  reinsurance 
premiums  must  not  be  so  high  as  to  discourage  participation 
in  the  program  by  the  insurers  most  in  need  of  help. 
Until  reliable  statistical  data  are  compiled,  it  is  difficult 
to  estimate  the  proper  cost  for  these  reinsurance  premiums 
initially  and,  with  the  vast  number  of  claims,  this  could 
spell  an  early  failure  for  the  plan. 

Finally,  the  role  of  the  states  was  an  important 
issue  in  the  Senate  hearings  on  malpractice  reinsurance  and 
it  must  be  considered  with  respect  to  a  federal  products 
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liability  reinsurance  program.   Unlike  the  riot  reinsurance 

program,  with  its  FAIR  Plans  encouraging  activity  and 

diversity  on  the  state  level,  the  malpractice  reinsurance 

proposal  called  upon  the  states  either  to  participate  or 

not  to  participate  by  the  prerequisite  of  an  arbitration 

mechanism.   Some  of  the  testimony  opposing  federal 

reinsurance  suggested  that  the  states  could  adequately 

provide  any  reinsurance  mechanism  which  might  be  required. 

In  certain  obvious  ways,  medical  malpractice  insurance 

problems  seem  more  susceptible  to  a  state-by-state  solution, 

since  most  physicians  practice  in  a  single  state  and  have 

patients  from  only  that  state.   On  the  other  hand,  people 

and  businesses  requiring  products  liability  insurance 

find  their  products  used  in  at  least  several  states. 

Nevertheless,  and  especially  in  light  of  the  Federal 

Insurance  Administration's  proposal  for  diminishing  the 

federal  role  in  insurance  through  "Full  Insurance  Availability," 

the  role  of  the  states  should  not  be  ignored  in  any 

proposal  for  federal  reinsurance. 

Since  this  report  and  various  others  concerned  with 
products  liability  insurance  have  found  state  joint  under- 
writing associations  to  be  a  good  vehicle  for  solving  the 
availability  problem,  7  it  might  be  wise  to  combine  them 


w 


ith  a  federal  reinsurance  program.   Federal  legislation 
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could  make  federal  reinsurance  funds  available  only  to 
those  states  adopting  a  JUA  mechanism.   This  would  have  the 
advantage  of  placing  primary  enforcement  responsibility 
with  the  state  insurance  commissions,  which  are  closest  to 
the  problems  that  vary  from  state  to  state.   It  would  also 
have  the  advantage  of  making  the  vast  federal  financial 
resources  available  to  help  the  JUA's  through  any  temporary 
problems  of  solvency  as  they  developed  experience.   Finally, 
the  federal  legislation  could  require  standards  of  uniformity 
among  the  state  JUA's,  as  it  did  with  the  state  FAIR  Plans 
and  as  it  would  with  state  arbitration  mechanisms  under 
the  proposed  federal  malpractice  legislation.   If  solutions 
to  the  other  problems  with   federal  reinsurance  models 
discussed  here  could  be  found,  this  appears  to  be  a 
workable  model  worthy  of  consideration  by  Congress.  * 


See  note,  page  i. 
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1.  Hearings  Before  the  President's  National  Advisory  Panel  on  Insurance  in  Riot- 
Affected  Areas,  72-73  (Nov.  8  &  9,  1967)  (remarks  of  David  J.  Dykhouse,  Insurance 
Commissioner  of  Michigan) . 

2.  This  discussion  does  not  consider  reinsurance  programs  which  are  merely  tangential 
to  federal  insurance  programs,  such  as  Air  War  Risk  reinsurance,  49 

U.S.C. A.  5  1532;  Marine  War  Risk  reinsurance,  46  U.S .C.A.  §  1287;  Overseas  Private 
Investment  Corporation  reinsurance,  22  U.S .C.A.  §§  2191  et  seg. ;  Export-Import 
Bank  reinsurance,  12  U. S.C.A.  §  635;  Crop  reinsurance,  7  U. S.C.A.  §  1508;  Flood 
reinsurance,  42  U. S. C. A.  §  4055.   The  Overseas  Private  Investment  Corporation  is 
in  the  process  of  conversion  from  being  a  source  of  insurance  to  being  a  source 
of  reinsurance.  Its  coverage  against  the  risks  of  inconvertibility,  expropriation 
and  war  is  limited  to  American  corporations  investing  in  developing  countries. 
Thus,  it  is  also  not  discussed  here  as  a  model  for  Federal  reinsurance  of  products 
liability. 

3.  Urban  Property  Protection  and  Reinsurance  Act  of  1968,  12  U.S. C.A.  §§  1749bbb 
et  seg. 

4.  Federal  Medical  Malpractice  Insurance  Act,  S.  188,  94th  Cong.,  1st  Sess.  (1975); 
Medical  Malpractice  Claims  Settlement  Assistance  Act,  U.K.  6100,  94th  Cong.,  1st 
Cong.,  1st  Sess.  (1975). 

5.  See  Fry  v.  United  States,  421  U.S.  542  (1975);  Perez  v.  United  States,  402 
U.S.  146  (1971);  Katzenbach  v.  McClung,  379  U.S.  294  (1964);  Heart  of 
Atlanta  Motel  v.  United  States,  379  U.S.  241  (1964). 

6.  Heart  of  Atlanta  Motel  v.  United  States,  supra  note  5,  at  261. 

7.  McCreight,  "The  Actuarial  Impact  of  Products  Liability  Insurance  Upon  Choice  of 
Law  Analysis,"  1972  Ins.  L.J.  335,  347. 

8.  H.R.  Rep.  No.  1585,  90th  Cong.,  2d  Sess.  (1968),  1968  U.S.  Code  Cong.  &  Ad.  News 
2951. 

9.  Id. 

10.  Id. 

11.  Id.  at  2951-52. 

12.  Id.  at  2952. 

13.  Act  of  Aug.  1,  1968,  P.L.  No.  90-448,  Title  XI,  §§  1101  et  seg^.  ,  82  Stat.  556, 
codified  at  12  U.S. C.A.  §§  1749bbb  et  seg. 

14.  P^L.  No.  90-448,  §  1102. 

15.  12  U.S. C.A.  §  1749bbb-3(a) . 

16.  12  U.S. C.A.  §  1749bbb-5  (a)  . 

17.  12  U.S. C.A.  §  1749bbb-5(b) . 

18.  12  U.S. C.A.  §  1749bbb-3(b) (1) . 

19.  12  U.S. C.A.  §  1749bbb-3(b) (5) (A) (i) . 

20.  Id. 

21.  12  U. S.C.A.  §  1749bbb-3(b)  (5)  (A)  . 

22.  12  U. S.C.A.  §  1749bbb-3(b)  (5)  (B)  . 

23.  12  U.S. C.A.  §  1749bbb-4. 

24.  12  U.S. C.A.  :  1749bbb-4 (a) . 
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25.  12  U. S.C. A.  §  1749bbb-7.   The  version  of  the  Housing  and  Urban  Development  Act 
of  1970  originally  passed  by  the  House  of  Representatives  would  have  authorized 
the  Secretary  of  HUD  to  reinsure  losses  occurring  in  the  construction  or  rehabil- 
itation of  residential  properties  in  the  same  manner  as  riot  losses  are  now 
reinsured.   H.R.  Rep.  No.  91-1556,  91st  Cong.,  2d  Sess.  (1970),  1970  U.S.  Code 
Cong.  &  Ad.  News   5606  and  5645.   However,  this  provision  was  not  enacted  into 
law.   No  explanation  for  this  is  given  in  the  Conference  Report.   Conf.  Rep. 

No.  91-1784,  91st  Cong.,  2d  Sess.  (1970),  1970  U.S.  Code  Cong.  &  Ad.  News 
5672-84. 

26.  12  U.  S  ,C.  A.  §  1749bbb-8  (a)  ;  Note,  ''Insurance  in  Urban  Core  Areas:   An  Analysis 
of  Recent  Statutory  Solutions,"  10  B.C.  Ind.  &  Comm.  L.  Rev.  650,  664  (1969). 

27.  Id. 

28.  Id. 

29.  Id. 

30.  This  example  will  illustrate  the  mechanics  of  the  reinsurance  scheme.   Assume 
State  A  has  qualified  for  participation  in  the  federal  reinsurance  program. 
State  A  has  three  participating  insurance  companies,  X,  Y  and  Z.   Companies  X, 
Y  and  Z  collect  100  million,  50  million  and  20  million  dollars  respectively  in 
premiums  for  insurance  applicants  in  State  A.   Reinsurance  premiums  from  X,  Y 

and  Z  would  total  $2,125,000  (1  1/4%  x  ($100  million  +  $50  million  +  $20  million)). 
Assume  the  total  premiums  in  the  reinsurance  pool  held  by  HUD  amount  to  $28 , 750 , 000 
($2,1250,000  from  State  A  and  $26,625,000  from  all  other  states).   If  Company  X 
in  State  A  has  riot  claims  of  $42  million,  Company  X  would  itself  pay  $2  million 
(2%  x  $100  million).   HUD  would  pay  $28,750,000  from  its  pool.   Company  Y  in 
State  A  would  pay  $1  million  (2%  x  $50  million)  and  Company  Z  in  State  A  would 
pay  $400,000  (2%  x  $20  million).   State  A  would  contribute  $8.5  million  (5%  x 
($100  million  +  $50  million  +  $20  million)).   HUD  would  be  required  to  borrow 
$1,350,000  from  the  U.S.  Treasury  to  make  up  the  deficit.   HUD ' s  borrowing 
authority  in  this  situation  comes  from  12  U.S.C.A.  §§  1735d(b)  and  1749bbb-13 (b) (5) 
This  arrangement  makes  it  clear  that  the  program  is  designed  so  that  a  state 
bears  the  brunt  of  losses  causd  by  riots  within  the  state.   Would  it  be  possible 
to  justify  in  any  way  similar  state-by-state  responsibility  for  products  liability 
losses? 

31.  H.R.  Rep.  No.  1585,  supra  note  5,  at  2965. 

32.  12  U.S.C.A.  §  1749bbb-9  (a)  (2)  . 

33.  12  U.S.C.A.  §  1749bbb-2 (a) (1) . 

34.  Comment,  "The  Central  City  Insurance  Crisis:   Experience  Under  the  Urban  Property 
Protection  and  Reinsurance  Act  of  1968,"  38  U.  Chi.  L.  Rev.  665,  672  (1971). 
There,  the  commentator  observed: 

Viewing  the  Act  as  a  whole,  the  most  salient  feature  is 
the  minimal  federal  involvement.   "Redlining,"  the  use 
of  environmental  hazards  to  determine  insurance  rates, 
and  the  general  unavailability  of  essential  property 
insurance  in  ghetto  areas  were  all  to  be  eliminated  by 
the  existence  of  federal  reinsurance  against  riot  caused 
damage.   Perhaps  this  strategy  was  understandable  in 
light  of  the  particular  focus  of  the  government's  inves- 
tigations, which  analyzed  the  problem  as  an  aberration 
of  pre-existing  underwriting  experience  that  still  could 
be  solved  by  the  traditional  state-industry  insurance 
structure  if  given  some  assistance  by  the  federal 
government.   All  that  was  needed  to  return  to  normalcy 
was  to  eliminate  insurance  industry  concern  with  the 
possibility  of  disastrous  losses.... 

Id.  at  672-673  (citations  omitted) . 
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35.   In  1974,  the  Federal  Insurance  Administration  reported: 

Despite  the  haste  with  which  the  FAIR  plans  were 
necessarily  put  together,  they  have  performed  their 
primary  function  of  providing  essential  property 
insurance  to  urban  areas  reasonably  well.   In  fact, 
one  complaint  against  the  FAIR  plans  is  that  they 
have  handled  the  function  all  too  well,  since  they 
have  become  in  some  areas,  such  as  New  York  State 
and  the  District  of  Columbia,  the  largest  single 
underwriter  of  fire  insurance  and  extended  coverage 
in  their  respective  jurisdictions. 

"Full  Insurance  Availability,"  Report  of  the  Federal  Insurance  Administration, 
HUD,  Sept. ,  1974,  at  26. 

But  the  Federal  Insurance  Administration  also  noted  several  major  deficiencies 
in  the  program  which  it  summarized: 

(1)  Inequitable  treatment  of  FATR  plan  insureds: 

(a)  the  imposition  of  condition  or  after  charges  on 
class-rated  risks  contrary  to  normal  practices  and 
failure  to  notify  insureds  as  to  how  such  charges 
could  be  eliminated; 

(b)  lack  of  access  to  the  economies  inherent  in 
package  policies  such  as  homeowners  and  commercial 
multiple  peril  policies  [except  in  Rhode  Island] ; 

(c)  imposition  of  procedural  burdens  not  imposed 
upon  voluntary  business  such  as  requiring  payment 
by  certified  check: 

(d)  lack  of  organized  and  consistent  effort  to 
establish  direct  service  for  inner-city  areas  or 
to  get  FAIR  plan  insureds  back  into  the  normal , 
voluntary  market. 

(2)  Upward  rate  revisions  for  FAIR  plan  risks  were 
uniformly  predicated  almost  entirely  upon  the 
judgment  factor  rather  than  upon  concrete  and 
credible  statistical  data.   Independent  rating 
treatment  for  FAIR  plan  business  as  a  separate 
and  distinct  class  necessarily  served  to  lump 
"clean"  risks,  which  were  in  the  plans  solely 
because  of  their  location  or  because  they  were 
out  of  favor  competitively  with  the  poor  risks 
which  were  in  the  plans  for  cause.   Absent  better 
statistical  justification  than  has  been  produced 
to  date, the  requirement  that  independent  rating 
or  self-rating  shall  establish  the  rates  for 
FAIR  plan  business  simply  because  it  is  FAIR  plan 
business  may  conflict  with  the  spirit,  if  not  the 
very  letter  of,  the  Federal  Act  which  requires 
FAIT,  plans  to  make  essential  property  insurance 
available  without  regard  to  environmental  hazards 

(3)  Inferior  management  and  statistical  operations  as 
manifested  by: 

(a)  the  general  inability  to  produce  even  minimal 
statistics  to  provide  justification  by  way  of 
credible  statistical  data  for  FAIR  plan  rate  levels, 
to  support  the  amount  or  even  the  use  of  the  con- 
sideration charges,  or  to  test  the  propriety  of  the 
loss  reserving  techniques  being  applied  to  FAIR 
plan  losses; 
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(b)  the  apparently  excessive  ratio  of  incurred  to 
paid  losses,  such  excessive  ratios  indicating  either: 

(i)  that  there  are  errors  in  the  reserving 
practices  applied  to  FAIR  plan  losses  and  in 
the  computation  of  the  incurred  but  not  re- 
ported losses,  or 

(ii)  that  inferior  claim  service  is  being 
accorded  FAIR  plan  insureds; 

(c)  excessive  underwriting  and  loss  adjustment  expenses, 
these  being,  on  the  average,  just  about  double  those 
found  in  the  voluntary  market  without  satisfactory 
justification  for  the  difference...; 

(d)  unjustified  delays  in  providing  coverage,  failure 
to  give  appropriate  notice  of  cancellation  and  appli- 
cation of  unfair  and  discriminatory  procedures  such 

as  excessive  charges  for  binder  coverage  or  the  whole- 
sale and  indiscriminate  use  of  "consent  to  rate"  pro- 
cedures for  the  manifest  purpose  of  uprating  FAIR  plan 
risks  as  a  class  and  without  respect  to  the  merits  or 
demerits  of  the  particular  risk. 

Id.  at  27-28  (citations  omitted) . 

As  a  solution,  FIA  proposed  inclusion  of  property  insurance  in  a  broad  program 
of  "Full  Insurance  Availability,"  but  up  to  this  date  no  state  has  enacted  such 
a  major  reform. 

Other  writers  have  cited  other  defects  in  the  program.   It  is  possible  to  compare 
each  one's  criticism  directly.   Thus,  one  has  observed: 

Perhaps  the  major  criticism  of  the  overall  operation 
of  these  [FAIR]  plans  is  that  their  implementation 
has  been  followed  by  excessively  high  rates  for  pre- 
viously "redlined"  areas  and  by  sizable  premium  in- 
creases for  "fringe-area"  properties.   The  problem  of 
unavailability  has  evolved  into  its  functional  equiva- 
lent—  unpayably  high  rates  ... .Thus ,  if  the  underlying 
goal  of  the  Federal  Reinsurance  Act  was  to  eliminate 
the  unavailability  of  "essential"  property  insurance, 
the  Act  as  formulated  has  proven  to  be  largely  inade- 
quate [because]  no  direct  control  over  rates  was  given 
to  the  Secretary  and  no  subsidies  were  made  directly 
available  to  mitigate  the  substantially  increased  rates. 

Comment,  supra  note  34,  38  U.  Chi.  L.  Rev,  at  673-678.   Another  has  noted: 

There  is  little  agreement  as  to  what  "environmental 
surcharge"  means,  only  as  to  what  it  does  not  mean.... 
A  hazard  such  as  the  presence  of  a  dry  cleaning  estab- 
lishment down  the  street  is  not  considered  "environ- 
mental" although  the  added  risk  it  imposes  is  as  much 
beyond  the  property  owner's  control  as  is  a  riot.... 
[This]  procedure  does  produce  significantly  higher 
rates  solely  because  that  risk  is  located  in  the  ghetto. 

Note,  "Property  Insurance  and  the  American  Ghetto:   A  Study  in  Social  Irresponsi- 
bility," 44  So.  Cal.  L.  Rev.  218,  244-45  (1971).   Still  a  third  has  written: 

One  of  the  major  weaknesses  of  the  federal  statute  is 
its  failure  to  provide  for  municipal  participation  in 
the  absorption  of  losses. ...  Historically ,  the  duty  of 
maintaining  civil  peace  has  rested  on  the  cities.   It 
can  be  argued  that  the  cities  should  have  an  obligation 
to  pay  riot  losses  commensurate  with  their  responsi- 
bility of  law  enforcement ... .The  disadvantage  in  the 
requirement  that  the  municipality  pay  part  of  the  losses 
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is  its  imposition  of  an  additional  monetary  strain  on 
city  budgets.   Nevertheless,  an  amendment  to  the  federal 
statute  providing  for  municipal  participation  in  the 
distribution  of  losses  under  the  insurance  plan  would 
[provide  an  added  and]  necessary  deterrence. 

Note,  supra  note  26,  at  665. 

36.  Act  of  Apr.  8,  1975,  P.L.  No.  94-13,  89  Stat.  69. 

37.  H.R.  Rep.  No.  94-60,  94th  Cong.,  1st  Sess.  (1975),  1975  U.S.  Code  Cong.  &  Ad. 
News  139.   At  present,  more  than  440  property  insurance  companies  are  protected 
by  HUD  contracts  of  riot  reinsurance.   1975  Annual  Report  of  HUD  47.   Some 
800,000  policies  are  in  force  under  FAIR  Plans  for  a  total  coverage  of  $16.2 
billion.   H.R.  Rep.  No.  94-60,  supra, at  139.   The  program  operates  in  the  District 
of  Columbia,  Puerto  Rico  and  26  states:   California,  Connecticut,  Delaware, 
Georgia,  Illinois,  Indiana,  Iowa,  Kansas,  Kentucky,  Louisiana,  Maryland,  Massachu- 
setts, Michigan,  Minnesota,  Missouri,  Mew  Jersey,  New  York,  New  Mexico,  North 
Carolina,  Ohio,  Oregon,  Pennsylvania,  Rhode  Island,  Virginia,  Washington,  and 
Wisconsin.   Id. 

38.  Hearings  on  Medical  Malpractice  Before  the  Subcommittee  on  Health  of  the  Senate 
Committee  on  Labor  and  Public  Welfare,  94th  Cong.,  1st  Sess.  (1975). 

39.  S.  188,  94th  Cong.,  1st  Sess.  (1975). 

40.  Id. 

41.  H.R.  6100,  94th  Cong.,  1st  Sess.  (1975).   The  advantages  of  a  non-binding  arbi- 
tration requirement  are  treated  in  the  analysis  of  products  liability  arbitration. 

42.  1975  Hearings,  supra  note  38,  at  328. 

43.  Id.  at  336. 

44.  Id.  at  362. 

45.  Id.  at  94-98. 

46.  Id.  at  185-86. 

47.  See  the  assessment  of  joint  undwewriting  associations  in  this 
report.   See  also  Insurance  Study  ITFPL-77/03,  at  4-10,  4-27, 

to  4-29.   Selected  Working  Papers  of  the  Task  Force  ITFPL-77/05; 
Olson,  "Selected  Mechanisms  for  Insuring  Products  Liability," 
submitted  to  U.S.  Department  of  Commerce,  October  16,  1976. 
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c.   Federally  Chartered  Insurance 
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FEDERALLY  CHARTERED  INSURANCE 
I. 
Introduction 

For  many  years,  there  has  been  discussion  of  the 
federal  government's  issuing  national  charters  to  corpora- 
tions.  Currently,  this  function  is  only  served  by  the  states. 
Recently,  however,  there  has  been  a  proposal  for  the  federal 
government  to  issue  charters  to  corporations  for  carrying 
on  the  business  of  insurance.   Presumably,  some  regulatory 
scheme  could  be  devised,  so  that  the  only  insurance  companies 
which  would  receive  federal  charters  would  be  those  which 
were  willing  to  promote  the  national  interest  and  comply 
with  federal  regulations.   In  that  event,  federal  regula- 
tions might  be  used  to  require  these  companies  to  help 
alleviate  the  present  products  liability  insurance  dilemma. 
For  example,  rates  could  be  regulated,  data  could  be  accumu- 
lated on  a  national  basis,  more  safety  inspections  could  be 
required,  or  companies  could  be  required  to  offer  both  "claims 
made"  and  "occurrence"  coverage. 

The  various  proposals  for  federal  chartering  have 
been  of  two  types:   (1)  those  which  call  for  the  federal 
government  to  be  the  sole  chartering  authority,  excluding 
the  states  from  their  present  function  in  this  area;  and  (2) 
those  which  call  for  a  dual  system  under  which  both  state 
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and  federal  chartering  would   coexist.   In  this  second  cate- 
gory, there  are  two  possible   subcategories.   One  would  in- 
volve legislation  or  regulations  which  designate   that  only 
companies  of  a  certain  size  can  be  federally  chartered,  while 
smaller  companies  remain  chartered  by  the  states.   The  other 
would  give  the  companies  the  choice  of  seeking  state  or  federal 
charters,  with  the  federal  government  providing  the  quid  pro 
quo  of  exemption  from  state  regulation  to  those  obtaining 
federal  charters  and  submitting  to  federal  regulation.   While 
there  is  an  increasing  body  of  literature  on  the  concept  of 
federal  chartering  of  corporations  in  general,  it  appears 
that  very  little  attention  has  been  paid  to  how  federal  char- 
tering might  affect  corporations  engaged  in  the  business  of 
insurance. 

II. 

Assessment 

Those  who  have  advocated  federal  chartering  of  in- 
surance corporations,  either  as  part  of  the  reform  movement 
favoring  the  chartering  of  all  corporations  or  under  legisla- 
tion focused  solely  on  the  insurance  industry,  have  not  ar- 
gued that  it  would  do  anything  to  alleviate  the  products  lia- 
bility insurance  dilemma.   In  fact,  there  is  no  indication 
that  any  of  its  advocates  are  even  aware  of  the  problem.   As 
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might  be  expected  from  a  proposal  which  was  not  intended  as 
a  remedy  for  this  particular  problem,  such  a  move  by  Congress 
would  not  necessarily  have  any  impact  on  the  problems  of 
product  manufacturers  now  faced  with  the  unavailability  or 
unaf f ordability  of  insurance  coverage. 

A  model  of  legislation  describing  the  type  of 
chartering  and  regulatory  authority  necessary  to  make  federally 
chartered  insurance  companies  alleviate  the  insurance  problems 
of  product  manufacturers  does  not  exist.   The  models  dis- 
cussed here  were  designed  for  the  purposes  of  increasing 
democratic  input  into  corporate  decision-making,  encouraging 
broader  social  responsibility  by  corporations,  or  dealing 
with  the  problems  of  insurance  company  insolvencies.   However, 
even  imagining  that  a  statute  could  be  drafted  which  would 
vest  chartering  and  regulatory  authority  in  a  federal  adminis- 
trator for  the  purpose  of  solving  the  products  liability  in- 
surance problem,  it  is  difficult  to  imagine  how  the  adminis- 
trator could  solve  the  problem.   As  the  other  sections  of 
this  study  indicate,  the  problem  calls  for  a  much  more  complex 
solution  than  merely  changing  the  internal  organization  or 
investment  policies  of  the  nation's  insurance  companies. 

The  concept  of  federal  chartering  for  insurance 
companies  could  be  used  as  just  another  "carrot  and  stick" 
approach  to  induce  private  insurance  companies  to  effectuate 
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any  number  of  government  policies.   Once  the  government  de- 
cided on  a  particular  plan  of  action  to  solve  the  products 
liability  insurance  dilemma,  it  could  use  the  threat  of 
charter  revocation  as  a  spur  to  gain  the  support  and  active 
participation  of  all  federally  chartered  insurers.   However, 
this  type  of  heavy-handed  and  coercive  approach  is  somewhat 
foreign  to  the  freedoms  which  corporations  have  traditionally 
enjoyed.   Moreover,  since  no  one  regulatory  scheme  appears 
to  be  the  obvious  solution  to  the  current  problem,  it  would 
be  particularly  inappropriate  to  entrust  such  coercive  power 
in  a  government  agency  at  this  time. 

Federal  chartering  would  do  nothing  to  expedite 
the  reparations  process,  minimize  accident  costs,  or  minimize 
accident  prevention  costs.   Because  its  effectiveness  would 
lie  in  the  coercive  nature  of  regulations  to  solve  a  problem 
which  probably  cannot  be  solved  by  further  regulating  the  in- 
surance companies,  its  chances  of  success  must  be  regarded  as 
highly  speculative. 

Finally,  federal  chartering  raises  significant  issues 
of  federalism.   Although  the  discussion  of  the  models  indi- 
cates that  Congress  has  the  constitutional  power  to  take  this 
step,  there  is  the  separate  issue  of  the  wisdom  of  interfering 
with  the  initiatives  toward  reform  of  the  insurance  laws 
which  various  states  have  taken  in  recent  years.   It  is  signifi- 
cant to  note  in  this  regard  that  the  Federal  Insurance  Adminis- 
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trator  has  called  for  diminishing  the  role  of  the  federal 
government  in  the  field  of  insurance.    In  balance,  it  seems 
an  overreaction  to  create  an  entirely  new  and  independent 
federal  system  of  chartering  insurance  companies  in  order  to 
solve  the  products  liability  problem.  * 


III. 

Models 

A.   Federal  Chartering  of  Corporations 
1 .   The  Proposals 

At  the  Constitutional  Convention,  James  Madison  ar- 
gued unsuccessfully  that  Congress  be  specifically  empowered 

2  3 

to  charter  corporations.    Presidents  Theodore  Roosevelt, 

4  5 

Taft   and  Wilson   all  advocated  federal  incorporation.   Dur- 
ing the  New  Deal  years,  Senator  Joseph  O'Mahoney  sponsored 

the  cause  for  federal  chartering,   and  his  subcommittee  held 

7 
extensive  hearings  in  1937  and  1938  on  such  legislation. 

The  idea  of  federal  chartering  for  all  major  corpora- 
tions has  its  contemporary  advocates  as  well.   To  some,  manage- 
ment's power  is  seen  as  a  threat  to  the  stockholders  of  the 
corporation,  and  federal  law  would  serve  to  strengthen  the 

o 

democratic  process  within  the  corporation.    Others  find 

corporate  power  even  more  threatening  because  of  its  impact 

on  society  as  a  whole,  and  they  would  require  federally-chartered 


*See  note,  page  i 
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corporations  to  make  commitments  to  a  broad  range  of  public 

,   9 
goals. 

Reformers  view  the  possibility  of  achieving  changes 

at  the  state  level  as  extremely  remote.   State  corporation 

laws  compete  with  each  other  to  secure  revenue  from  franchise 

fees,  which  are  "soft  dollars,"    and  so  there  is  a  "race  for 

the  bottom,"  in  which  states  which  regulate  least  attract 

incorporation  business  away  from  those  which  are  stricter. 

The  result  of  this  competition  has  made  Delaware  first  among 

the  states  in  terms  of  number  of  major  corporations  incorporated 

under  its  laws,  a  position  it  protects  by  periodic  amendments 

12 

to  its  statute  m  order  to  keep  ahead  of  the  others. 

Thus,  the  only  kind  of  legislative  reform  that  can 
produce  gains  for  stockholder  and  non-stockholder  interests, 
as  opposed  to  management  interests,  is  federal  legislation. 
The  content  of  any  such  legislation  is  a  matter  upon  which 
even  the  reformers  have  not  yet  reached  agreement.   However, 
the  basic  policy  issues,  which  have  been  widely  considered, 

U  4-   A        13 

can  be  enumerated: 

(1)  Corporate  concentration.   This  would  involve 

tighter  antitrust  legislation,  prohibiting  certain  combinations 

14 
or  imposing  maximum  market  shares  on  certain  lines  of  business. 

(2)  Corporate  structure  and  outside  constituencies. 
This  would  involve  a  new  infusion  of  the  democratic  process 
into  the  internal  decision-making  of  the  corporation,  either 
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by  expanding  the  role  of  stockholders  or  by  affording  standing 
to  others  in  the  society  who  are  affected  by  activities  of 
the  corporation.   It  would  be  accompanied  by  regulations 
requiring  greater  corporate  disclosure  of  activities, 
private  rights  of  action  to  assure  effective  enforcement  of 
the  regulations,  and  clearer  standards  relating  to  the  duty 
of  care  and  personal  liability  of  directors  and  management. 

(3)  Enforcement.   This  would  involve  either  a  new 
agency  or  an  expansion  of  the  powers  of  the  Securities  and  Ex- 
change Commission.   It  would  be  coupled  with  private  rights 

of  action  to  assure  continued  enforcement  of  the  legislative 
goals  in  the  event  of  industry  domination  of  the  agency. 

(4)  Scope  of  coverage.   Most  of  the  current  pro- 
ponents of  federal  chartering  agree  that  there  is  no  need 

for  it  with  respect  to  close  corporations  and  small  businesses 
The  disagreement  lies  in  where  to  draw  the  line  between  large 
and  small. 

(5)  State  compensation.   Federal  chartering  would 
deprive  the  states  of  the  revenues  they  currently  derive  from 
franchise  taxes.   Thus,  there  is  some  concern  over  whether  in- 
creased revenue  sharing  should  be  made  available  to  them  as 
compensation. 

The  issue  of  the  constitutionality  of  any  such  broad 
preemption  of  state  corporation  laws,  as  applied  to  existing 
corporations,  would  probably  be  resolved  in  favor  of  its  con- 
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15 
stitutionality  by  virtue  of  the  Commerce  Clause.     The  only 

difficult  question  would  arise  if  the  legislation  required 

federal  chartering  of  purely  intrastate  corporations  which 

1  C. 

had  no  rationally-conceivable  effect  on  interstate  commerce, 

and  none  of  the  proponents  of  this  reform  seem  to  extend  it 

17 
to  such  corporations.     Thus  the  principal  arguments  against 

federal  chartering  are  based,  not  on  questions  of  Congressional 

power,  but  rather  on  questions  of  political  acceptability, 

bureaucratic  feasibility,  and  over-centralization  of  power 

1 8 

in  the  federal  government. 


2 .   Comparison  with  Federally  Chartered  Insurance. 

Clearly,  the  enactment  of  legislation  providing 
for  the  federal  chartering  of  corporations  would  encompass 
federal  chartering  for  those  corporations  engaged  in  the  business 
of  insurance.   However  it  is  difficult  to  speculate  just  how 
such  a  reform  would  affect  the  current  dilemma  in  the  field 
of  products  liability  insurance. 

One  of  the  open  questions  that  keeps  arising  in  a 
study  of  the  current  problems  in  products  liability  insurance 
is  the  reliability  of  the  data  upon  which  the  insurance 
companies  are  making  such  decisions  as  the  extent  of  rate  in- 
creases for  product  manufacturers  and  the  conversion  from 
"occurrence"  to  "claims  made"  coverage.   It  has  been  suggested 
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that  in  visible  problem  areas  of  insurance  coverage,  some 

19 
of  these  decisions  are  based  more  on  fear  than  on  fact. 

One  of  the  key  goals  of  the  advocates  of  federal  chartering 
is  the  increased  disclosure  of  the  decision-making  process 
which  goes  on  within  a  corporation,  as  it  affects  others. 
Thus  it  would  seem  possible  that  this  type  of  reform  would 
afford  manufacturers  standing  to  obtain  disclosure  of  the 
basis  for  these  decisions.   Apart  from  reliability,  availa- 
bility of  data  also  appears  to  be  a  problem  currently.   As 
part  of  a  federal  chartering  and  regulatory  scheme,  vast  amounts 
of  data  on  the  safety  of  various  products  could  conceivably 

be  accumulated  on  a  national  scale  and  be  made  available  to 

20 
promote  risk  prevention,    and,  presumably,  rate  setting. 

Of  course,  in  the  role  of  accumulating  data  for  proper  pric- 
ing, the  federal  government  would  be  taking  on  a  rather  ex- 
pensive task  now,  at  least  theoretically,  the  responsibility 
of  the  insurance  industry. 

There  may  also  be  some  advantage  in  federal  chartering 
of  insurance  companies  in  standardization  of  policy  provisions. 

There  have  been  recent  suggestions  that  products  liability  cover- 

21 

age  should  be  available  on  a  "claims  made"  basis.     It  has  been 

recognized  that  this  type  of  change,  an  alteration  of  a  basic  pro- 
vision, is  difficult  to  implement  because  of  the  need  for  most  in- 

22 

surer s  to  agree  upon  the  specific  amendments.     Though  there 

is  certainly  some  question  as  to  whether  this  kind  of  change 
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will  solve  the  present  problem,    it  does  seem  that  a  federal 

administrator  would  be  in  a  better  position  than  would  a  number 
of  state  commissioners  to  assist  in  making  specific  amend- 
ments to  policies. 

In  general,  the  other  frequently  stated  goals  of 
the  advocates  of  federal  chartering  for  all  major  corporations, 
such  as  increasing  the  social  responsibility  of  corporations, 
do  not  appear  to  be  particularly  relevant  to  the  present 
problem. 

B.   The  Proposed  Federal  Insurance  Act  of  1976  -  94th  Congress 
1.   The  Proposal. 

Senator  Edward  Brooke  introduced  S.  3884  before 
the  Senate  on  October  1,  1976.   This  is  a  proposed  Federal 
Insurance  Act  of  1976,  a  bill  to  authorize  the  Federal  Insur- 
ance Administrator  to  issue  charters  to  corporations  for 

24 
carrying  on  the  business  of  insurance.     The  bill  envisions 

a  dual  system  of  chartering,  with  the  companies  themselves 
having  the  choice  of  seeking  state  or  federal  charters.   Pre- 
sumably the  state  and  federal  governments  would  compete  to 
get  companies  to  choose  their  charters.   For  those  which  would 
choose  federal  charters,  there  would  be  an  exemption  from 
state  regulation  and  participation  in  a  federal  insolvency 
insurance  fund  to  safeguard  policyholders  against  the  possibility 
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that  an  insurer  could  not  fulfil  all  its  policy  obligations. 
In  a  further  step  to  prevent  insolvency,  the  federally  char- 
tered companies  would  have  to  observe  federal  reserve  require- 
ments, invest  in  only  those  investments  meeting  federal  cri- 

25 
teria,  and  submit  to  periodic  examination  of  their  books. 

Initially,  it  is  important  to  note  that  this  legis- 
lation was  not  introduced  as  a  solution  relevant  to  the  cur- 
rent dilemma  in  the  field  of  products  liability  insurance. 
Instead,  it  was  prompted  by  concern  about  the  adequacy  of 

the  present  system  of  state  chartering  and  regulation  for 

2  fi 
dealing  with  insurance  company  insolvencies.     Underwriting 

losses,  particularly  among  automobile  and  property-casualty 

insurers,  are  a  source  of  growing  concern.   If  high  levels 

of  losses  should  result  in  insurance  company  insolvencies, 

policyholders  may  expect  to  be  protected  by  state  insurance 

guaranty  funds.   But  the  adequacy  of  these  funds  to  deal  with 

multiple  insolvencies  or  the  insolvency  of  one  of  the  nation's 

27 
largest  insurers  has  yet  to  be  tested. 

The  proposed  Federal  Insurance  Act  of  1976  addresses 
these  problems.   It  provides  that  chartering  and  regulatory 
authority  is  to  be  vested  in  the  Federal  Insurance  Administra- 
tor.  The  bill  also  outlines  procedures  for  the  government 
to  assist  a  company  in  avoiding  default  or  in  rehabilitation, 
reorganization  or  liquidation  following  default.   It  further 
provides  the  specific  investment  criteria  to  which  insurers 
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would  have  to  adhere.   The  bill  exempts  federally  chartered 
insurers  from  state  insolvency  plans,  state  reserve  require- 
ments, state  investment  limitations,  and  state  taxes  on  gross 
or  net  premiums  in  an  amount  higher  than  that  which  would 
be  imposed  on  the  least  taxed  state  chartered  insurer.   They 
would  also  be  exempt  from  state  rate  regulation  except  for 
rates  charged  by  the  insurer  in  an  assigned  risk  plan  or  resid- 
ual risk  market  mechanism  established  under  state  law.   Curiously, 
however,  Senator  Brooke  said,  "Nor  does  the  bill  contemplate 

that  federally  chartered  insurers  will  be  subjected  to  rate 

2  8 
regulation  at  the  Federal  level."     Thus,  under  the  present 

version  of  the  proposal,  part  of  the  quid  pro  quo  for  a  company 
to  seek  a  federal  charter  would  be  the  freedom  it  would  then 
have  to  charge  any  rates  it  chose,  with  the  one  exception 
for  rates  under  an  assigned  risk  or  residual  market  mechanism. 
The  federal  government  has  been  involved  in  guaran- 
teeing the  financial  soundness  of  the  banking  and  securities 
industry  for  a  number  of  years  through  the  Federal  Deposit 
Insurance  Corporation,  the  Federal  Savings  and  Loan  Insurance 
Corporation  and  the  Securities  Investor  Protection  Corporation. 
Under  the  pending  legislation,  the  Federal  Insurance  Administra- 
tor would  take  on  authority  in  the  event  of  the  insolvency 
of  an  insurance  company  much  like  that  of  the  Comptroller  of 
the  Currency  in  the  event  of  the  insolvency  of  a  national  bank. 
In  this  sense,  the  proposal  is  not  particularly  speculative.   The 
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real  question  for  Congress  is  one  of  policy,  a  determination 
of  whether  the  Government  should  undertake  the  administrative 
burdens  and  potential  financial  burdens  of  guaranteeing  the 
financial  soundness  of  the  insurance  industry. 

Legally  and  constitutionally,  there  appear  to  be 

29 

no  obstacles  to  this  legislation.   Although  the  McCarran  Act 

indicates  that  it  is  the  sense  of  Congress  that  regulation 
of  the  insurance  industry  is  to  be  left  to  the  states,  the 
proposed  legislation  would  simply  be  a  more  recent  expression 
of  what  the  sense  of  Congress  is,  and  it  would,  in  effect, 
amend  the  McCarran  Act.   Constitutionally,  Congress  would  be 

exercising  the  Commerce  Power.   It  is  well  established  that 

30 
the  insurance  industry  is  a  part  of  commerce,    and  Congress 

could  have  a  rational  basis  for  finding  the  chartering  and 

regulatory  scheme  embodied  in  this  legislation  necessary  to 

31 

the  protection  of  commerce. 

2 .   Appraisal . 

As  may  be  expected  of  a  proposal  which  was  not  in- 
tended as  a  remedy  for  the  products  liability  insurance  dilemma, 
Senator  Brooke's  proposal  would  do  little  or  nothing  to  alleviate 
the  problems  of  product  manufacturers  now  faced  with  the  unavail- 
ability or  unaf fordability  of  insurance  coverage.   Insurance 
company  insolvencies  are  not  part  of  the  products  liability 
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insurance  problem  at  this  point.   On  the  other  hand,  enactment 
of  the  proposal  could  make  the  products  liability  insurance  prob- 
lem worse.   Presently,  one  of  the  aspects  of  the  problem  is  the 
unaf fordability  of  products  liability  coverage.   Since  the 
states  now  have  authority  over  rate  regulation,  there  currently 
exists  the  possibility  that  some  states  could  move  in  the  di- 
rection of  placing  lower  maximums  on  the  insurance  rates  of 
manufacturers.   It  is  at  least  conceivable  that  fear  of  such 
regulations  may  already  be  operating  to  keep  insurance  rates 
from  going  higher  than  their  present  level.   However,  S.  3884 

would  preempt  the  states  from  this  type  of  rate  regulation 

32 

and  would  not  substitute  any  form  of  federal  rate  regulation. 

Thus  rates  for  products  liability  coverage  could  skyrocket 
even  further  following  enactment  of  this  legislation. 

It  has  been  suggested  that  investment  losses  on 
the  stock  market  sustained  by  insurance  companies  in  recent 

years  contributed  to  the  companies1  need  to  increase  rates 

33 

or  refuse  certain  risks.     Given  the  Brooke  bill's  concern 

over  heavy  losses  which  could  lead  to  insurance  company  in- 
solvencies, one  might  expect  drastic  restrictions  in  this 
area.   However,  the  investment  criteria  in  the  proposed  leg- 
islation would  not  prohibit  federally  chartered  insurers  from 

34 
investing  in  the  stock  market. 

Since  no  hearings  have  been  held  on  the  Brooke  bill, 

it  is  difficult  to  assess  its  chances  for  enactment.   Whatever 
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its  usefulness  as  a  means  of  preventing  insurance  company 
insolvencies,  however,  it  is  not  particularly  useful  as  a  fed- 
eral approach  to  solving  the  products  liability  insurance 
problem. 
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4 .   A  Voluntary  Mechanism 

a.   Captive  Insurance  Companies 
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CAPTIVE  INSURANCE  COMPANIES 

I  . 
Introduction 

With  products  liability  insurance  becoming  increas- 
ingly more  difficult  and  costly  to  obtain,  the  response  of 
some  manufacturers  has  been  to  self-insure  by  means  of  a  captive 
insurance  company.   A  captive  insurance  company  is  one  organized 
by  a  business  or  manufacturing  concern,  or  a  group  of  businesses 
or  manufacturing  concerns,  to  insure  the  risks  of  that  concern 
or  group,  its  branches  and  affiliates.    The  true  captive  is 

a  wholly  owned  subsidiary  that  insures  only  the  risks  of  its 

.  2 
parent . 

There  are  basically  three  major  objectives  of  captive 

insurance  companies'   (1)  to  insure  hard-to-place  or  uninsurable 

risks-  (2)  to  effect   savings  in  premiums  and  taxes;  and  (3)  to 

develop  profits  in  areas  of  both  direct  insurance  and  reinsur- 

3 

ance . 

There  are  many  off  shore  captives,  located  mainly  in 

the  Bahamas  or  Bermuda,  but  the  recent  passage  of  the  Colorado 

4 
Captive  Insurance  Company  Act   has  made  it  possible  for  captives 

to  be  incorporated  domestically  as  well.   Off  shore  captives 

are  especially  popular  under  certain  circumstances,  such  as  where 

a  large  portion  of  the  risks  to  be  insured  are  foreign.   Bermuda 


237 


5 
has  typically  been  the  preferred  location  for  such  captives. 

The  minimum  paid  up  capital  required  by  Bermuda  law  is  only 

$120,000.    However,  most  captives  capitalize  at  a  much 

higher  level,  necessitated  by  Internal  Revenue  Service 

standards  requiring  that  the  amount  bear  a  proper  relationship 

7 
to  the  business  to  be  conducted. 


II. 

Assessment 

Because  of  their  practical  and  economic  advantages, 
captive  insurance  companies  appear  to  be  a  desirable  alternative 
to  private  insurance,  or  even  residual  market  mechanisms  such 
as  JUA1 s  and  state  funds.*  Their  flexibility,  in  allowing  for 
insurance  coverage  and  plans  tailored  to  meet  the  specific 
hazards  and  needs  of  particular  corporations  or  groups  of 
corporations,  is  particularly  significant,  in  light  of  past 
difficulties  experienced  by  the  insurance  industry  in  under- 
writing products  risks,  and  the  increasing  unavailability  and 
inadequacy  of  products  coverage  which  has  resulted.   The  sub- 
stantial savings  available,  in  premiums,  taxes  and  other  expenses, 
are  significant,  in  that  they  may  be  reflected  in  lower  prices 
for  consumers.   A  captive  may  also  defend  claims  more  knowledge- 
ably  than  an  insurance  company.   The  parent-subsidiary  relationship 
between  insurer  and  insured,  moreover,  is  conducive   to  the 
implementation  of  loss  prevention  plans  by  manufacturers,  thus 


*See  note,  page  i. 
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fostering  greater  product  safety.   Local  captives,  as  under  the 
Colorado  Act,  may  be  slightly  more  desirable  because  of  the  higher 
degree  of  regulation.   However,  Internal  Revenue  Service  scrutiny 
of   offshore  captives  may  keep  them  sufficiently  funded,  and  the 
level  of  funding  may  be  the  only  really  necessary  regulation. 

III. 
Models 

A.  Harvard  Hospitals  Plan 

A  good  example  of  the  formation  and  operation  of  a 
foreign  captive  is  provided  by  the  Controlled  Risk  Insurance  Co., 
Ltd.  (CRICO) .   This  particular  captive  was  formed  to  provide 
medical  malpractice  insurance,  rather  than  products  liability 
insurance.   Earlier  this  year,  11  Harvard-affiliated  hospitals 
and  health  centers  set  up  CRICO  on  Grand  Cayman  Island  in  the 

o 

Caribbean.    The  decision  to  create  the  captive  followed  a  long 
study  undertaken  by  the  group,  and  was  based  on  the  premise  that 
these  eleven  institutions  have  such  a  good  malpractice  claims 

record  that  they  can  afford  to  self-insure  rather  than  purchase 

9 

insurance  through  conventional  channels.    Over  the  past  five 

years,  the  Harvard  hospitals  had  found  themselves  subject  to 
annual  10-  to  20-fold  premium  escalations.   Since  companies 
writing  malpractice  insurance  were  basing  their  rates  on  country- 
wide experience  and  setting  premiums  at  a  level  they  believed 
would  cover  the  future  costs  of  malpractice  suits,  hospitals 
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with  good  experience  were  paying  premiums  that  "dwarfed"  claims 
losses. 

Under  the  new  plan,  the  11  hospitals  and  health  centers, 
along  with  their  2,800  associated  physicians,  are  issued  primary 
insurance,  of  $1  million  per  incident,  with  a  $5  million  yearly 
limit,  through  the  Lexington  Insurance  Co. ,  which  acts  as  a 
fronting  company  for  CRICO,  a  wholly-owned  corporation  of  the 
Harvard  affiliates.     Lexington  reinsures  its  $5  million  exposure 
through  CRICO,  which  also  purchases  $45  million  in  excess  coverage 
through  conventional  channels.   This  excess  coverage  purchased 

by  CRICO  costs  less  than  would  comparable  protection  purchased 

12 
individually  by  the  hospitals. 

With  respect  to  the  insurance  issued,  one  important 
feature  is  that  CRICO  has  switched  from  "occurrence"  to  "claims- 
made"  policies,  to  avoid  the  malpractice  "tail"  effect.   Premium 
rates  were  expected  to  be  about  73%  of  those  charged  under  the 
Massachusetts  medical  malpractice  JUA.   Eventually,  however,  it 

is  hoped  that  savings  of  greater  than  40%  of  JUA  rates  will  be 

,  13 
enjoyed. 

Each  participant  made  an  initial  investment  of  $23,000, 

and  might  have  to  invest  more  in  the  event  "unusually  adverse 

claims  losses"  deplete  CRICO  reserves.   However,  with  a  maximum 

assessment  in  the  aggregate  of  $5  million  (since  the  group  is 

self-insuring)  and  net  premiums  that  total  $3.2  million,  the 

14 
maximum  first  year  risk  is  $1*8  million.     The  possible  risk, 

with  respect  to  the  $5  million  aggregate  coverage,  that   if  one 
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of  the  11  hospitals  suffers  disproportionate  losses,  the  pool 
of  protection  for  the  remaining  hospitals  will  be  seriously- 
reduced,  is  considered  minimal  due  to  the  quality  of  the  personnel 

employed  by  the  participants  and  the  programs  of  quality  control 

15 
exercised  by  them.     It  should  be  noted  that  although  some 

savings  are  anticipated  because  Grand  Cayman  Island  imposes  no 
corporate  income  tax,  the  Massachusetts  fronting  company,  Lexing- 
ton, paid  the  state  $250,000  in  excise  taxes.16 

Concern  has  been  expressed  that  a  foreign  captive, 

such  as  CRICO,  is  removed  from  the  regulatory  process  to  which 

17 
all  other  insurance  companies  are  subject.     The  Massachusetts 

State  Insurance  Department  informed  the  Harvard  group  that  it 

did  not  contemplate  taking  action  to  prevent  the  venture,  but 

that  it  did  not  approve  of  the  idea  and  reserved  the  right  to 

proceed  against  it  in  the  future  if  circumstances  required  such 

18 
action.     What  this  communication  means  is,  obviously,  open 

to  speculation. 

B.   The  Colorado  Captive  Insurance  Company  Act 

One  way  to  allow  for  captives  and  still  retain  regu- 
latory control  over  them  is  to  provide  by  statute  for  the  creation 

of  domestic  captives.   Colorado,  by  the  enactment  of  the 

19 
Colorado  Captive  Insurance  Company  Act,    became  the  first  state 

to  pass  a  law  designed  to  enable,  and  thus  encourage,  captives 

to  be  organized  domestically.   Under  the  Colorado  Act,  a  "pure 

captive  insurance  company"  is  defined  as: 
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any  domestic  insurance  company  licensed  under 
the  provisions  of  this  article  for  the  purpose 
of  making  insurance  and  reinsurance.  .  .  . 
Said  insurance  shall  be  limited  to  the  risks, 

hazards  and  liabilities  of  its  parent,  asso- 

20 
ciated  and  affiliated  companies. 

The  Act  also  provides  for  the  establishment  of  "association 
captive  insurance  companies."   Association  captives  are  defined 
in  the  same  manner  as  pure  captives  in  terms  of  coverage.   How- 
ever, it  is  further  required  that  the  association  have  been  in 
existence  for  a  year  and  that  members  of  the  association  own  or 

control  all  of  the  outstanding  voting  securities  of  the  association 

21 

captive.     Other  requirements  of  the  Act  are  substantially  the 

same  for  both  pure  captives  and  association  captives.   This  pro- 
vision for  association  captives  is  intended  to  allow  smaller 

22 
corporations  to  combine  and  take  advantage  of  the  captive  form. 

The  statutory  prerequisites  for  the  establishment  of 

Colorado  captives  are  included  mainly  to  protect  existing  domestic 

insurance  companies  and  agents,  and  to  guard  against  the  abuse  of 

23  .  . 

a  fairly  liberal  law.     A  corporation  desiring  to  establish  a 

captive  in  Colorado  must,  under  the  Act,  first  demonstrate  the 
existence  of  two  significant  conditions:   (1)  that  adequate  insur- 
ance markets  in  the  United  States  are  not  available  to  cover  the 
risks,  hazards  and  liabilities  of  the  parent  and  companies  to 
be  insured,  or  that  the  coverage  needed  is  available  only  at 
excessive  rates  or  with  unreasonable  deductibles;  and  (2)  that 
the  total  insurance  coverage  necessary  to  insure  all  risks  would 
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develop,  in  the  aggregate,  gross  annual  premiums  of  at  least 
$500,000  for  a  pure  captive  and  $1 ,  000 , 000  for  an  association 

captive. 

Colorado  captives  are  subject  to  all  Colorado  insurance 

25 

laws  except  where  they  conflict  with  the  Act.     The  areas  in 

which  treatment  of  captives  does  vary  from  that  of  other  insur- 
ance companies  are  especially  important..   First,  as  a  protection 
for  agents  and  their  domestic  companies,  captives  are  prohibited 
from  selling  insurance  to  the  general  public.     Also,  captives 
are  exempted  from  participation  in  any  pools,  plans,  guaranty 
or  insolvency  funds,  thus  providing  them  with  substantial  savings, 

Captives  are,  however,  specifically  required  by  the  Act  to  comply 

2  8 
with  Colorado  insurance  investment  statutes.     The  Act  further 

allows  any  captive  to  reinsure  all  of  its  risks  in  any  reinsurer 

approved  by  the  commissioner,  with  full  credit  for  reserves  on 

29 
such  ceded  risks  to  be  allowed. 

The  Act  provides  for  close  scrutiny  of  captives  by  the 

30 

state  insurance  commissioner,    which  is  considered  essential  to 

insure  that  the  arm's  length  dealings  in  rate  setting  required 

31 

by  the  Act  are  observed.     A  final  important  requirement  of  the 

Act  is  that  a  captive  is  not  permitted  to  do  business  in  Colorado 

unless  it  is  possessed  of  actual  capital  of  a  least  $400,000  and 

32 

an  accumulated  surplus  of  at  least  $350,000.     Though  not  pro- 
vided in  the  Act,  the  insurance  commissioner  also  requires  a 

certain  minimum  cash  surplus  to  cover  the  captive's  operating 

33 
expenses.     However,  these  capital  and  surplus  requirements  are 
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less  demanding  than  those  imposed  upon  other  domestic  insurance 

34 
companies . 


IV. 
The  Proposed  Remedy 

Those  manufacturers  wishing  to  establish  a  captive  have 
the  alternative  of  setting  up  an  offshore  company,  such  as  CRICO, 
or  a  domestic  captive  in  Colorado,  under  that  state's  statutory 
provisions.   In  either  location,  it  is  possible  to  form  either  a 
pure  captive  or  an  association  captive.   Whether  captives  are 
foreign  or  domestic,  however,  it  is  generally  accepted  that  their 
use  can  be  of  substantial  benefit  to  parent  companies.   Both  types 
can  be  particularly  advantageous  depending  on  the  corporations 
involved  and  the  nature  of  the  risks  to  be  insured. 

As  was  previously  noted,  the  three  major  objectives  of 
captive  insurance  companies  are  to  insure  hard-to-place  risks,  to 
save  premiums  and  taxes,  and  to  develop  profits.   More  specifically, 
a  captive  allows  for  the  coverage  of  risks  not  normally  handled 
by  conventional  insurers.   Acts  of  war,  strikes  and  expropriations 

losses,  for  example,  may  be  covered  by  a  captive  when  no  other 

35 

insurer  will  cover  them.     In  a  products  liability  context,  a 

manufacturer  using  a  captive  can  be  assured  that  the  most  hazardous 
risks  of  its  particular  business  are  covered  adequately.   In  fact, 
a  major  advantage  of  the  captive  is  in  the  ability  of  the  parent 
manufacturer  to  design  an  insurance  plan  tailored  to  its  own 
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specific  needs.     Since  the  corporate  management  has  a  superior 
understanding  of  the  inherent  hazards  of  the  industry,  it  can 
work  in  conjunction  with  insurance  experts  of  the  same  corporation 

to  develop  a  better  contract  for  the  parent  than  could  an  outside 

37 
insurer.     Also,  with  the  elimination  of  the  overhead  and  profit 

of  the  outside  insurer,  substantial  savings  in  insurance  rates 

3  8 
are  available.     Thus,  in  an  insurance  market  characterized  by 

rising  premiums  and  inadequate  coverage,  a  captive  can  handle 

the  risks  of  its  parent  both  more  efficiently  and  inexpensively 

than  an  outside  insurer. 

Other  economic  advantages  may  result  from  the  use  of 

captives,  including  those  in  the  area  of  tax  savings.   Under  the 

Colorado  Act,  for  example,  captives  must  pay  a  one  percent  tax 

40 
on  all  premiums  paid  to  them.     This  rate  is  small  when  compared 

41 
to  the  2  1/4  percent  tax  levied  on  standard  Colorado  insurers, 

and  the  4  percent  federal  excise  tax  levied  on  premiums  paid  to 

42 
offshore  captives  for  United  States  risks.     Colorado  captives 

are  taxed  on  profits  at  the  normal  federal  income  tax  rate,  but 

no  state  income  tax  is  assessed.   Offshore   captives  generally 

are  required  to  pay  no  income  tax  on  profits  to  the  host  country, 

nor  are  they  taxed  by  the  host  nation  on  premiums  received.   They 

are,  however,  subject  to  United  States  income  tax  on  profits, 

v/here  the  amount  of  premiums  on  domestic  risks  exceeds  5  percent 

43 
of  the  total    and,  as  previously  noted,  are  subject  to  a  4  percent 

excise  tax  on  premiums  received  for  the  coverage  of  domestic 

44 
risks.     Thus,  the  tax  advantages  of  offshore   captives  are 
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reduced  if  substantial  domestic  risks  are  involved,  although, 

with  regard  to  foreign  risks,  an  offshore   captive  is  regarded 

45 
as  more  attractive  than  a  Colorado  onshore   captive.     It 

should  also  be  noted,  offshore   captives  are  generally  unre- 

46 
stricted  in  the  investments  they  can  make,    and  that  their 

47 
accumulations  are  not  subject  to  federal  income  tax. 

Further  major  savings  in  the  use  of  captives  accrue 

from  the  federal  income  tax  deductions  available  to  the  parent  for 

48 
premiums  paid  to  the  captive,    in  contrast  to  nondeductible  tax 

49 
treatment  of  reserves  paid  in  under  self -insurance  plans. 

With  high  premium  rates,  and  due  to  the  large  quantities  of  insur- 
ance purchased  by  corporations,  tax  saving  by  virtue  of  these 

50 
deductions  may  be  quite  substantial. 

Another  source  of  savings  is  derived  from  the  first- 
hand negotiation  of  reinsurance   made  possible  by  the  captive 

since,  in  this  way,  certain  broker  and  negotiation  fees,  usually 

51 
included  in  premiums  quoted  by  outside  insurers,  are  eliminated. 

Reinsurance  constitutes  perhaps  the  single  largest  expense  of  a 

captive  and,  because  of  the  volume  involved,  considerable  savings 

52 
can  result  from  a  relatively  small  percentage  reduction  in  cost. 

Other  cost  reduction  features  inherent  in  the  use  of 

captives  include  the  structuring  of  premium  payment  and  dividend 

return  between  parent  and  captive  so  as  to  best  facilitate  the  needs 

of  each,  the  possibility  of  investing  money  paid  to  the  captive  in 

the  parent  or  in  facilities  to  lease  to  the  parent,  and  the  handling 

of  claims  more  efficiently  and  realistically  as  an  "in-house 
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53 
operation."     An  in-house  insurer  does  not  settle  or  pay  on 

large  claims  that  he  knows  from  repeated  experience  he  would 
win  in  court. 

Furthermore,  depending  on  the  wishes  of  the  parent 
corporation,  a  captive  may  be  used  as  either  a  moneysaver  or  a 
moneymaker:   as  a  "near-department"  of  the  parent,  the  primary 
function  of  which  is  to  obtain  the  best  possible  coverage  at  the 
lowest  possible  rate,  or  a  semi-autonomous  company  seeking  to 
produce  additional  revenue  for  the  parent.   By  closely  controlling 
the  level  of  premiums  paid  to  the  captive,  either  at  a  cost-rate 
not  designed  for  profit  or  in  amounts  sufficient  to  cover  reinsur- 
ance, reserves  for  self-insurance,  expenses  and  profit,  either 

54 
goal  seems  possible. 

It  has  also  been  noted  that  the  captive  provides  certain 
intercompany  advantages  as  well,  in  that  the  president  of  an 
insurance  company,  even  when  a  wholly  owned  captive,  can  exercise 
authority  in  the  implementation  of  loss  prevention  engineering 
plans  than  the  safety  manager  of  a  corporation.   The  captive's 
access  to  the  knowledge  and  experience  of  its  parent's  safety 
engineers  may  be  utilized  to  formulate  the  best  possible  loss 

prevention  plan,  further  reducing  the  cost  of  insurance  to  the 

55 
parent  and  making  the  captive  an  even  greater  source  of  savings. 

The  captive  thus  promotes  product  safety,  in  that  the  self- 
insurance  feature  seemingly  adds  a  greater  incentive  to  prevent 
losses  and  save  money. 
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Three  minor  disadvantages  of  captives  have  been 
recognized  and  discounted  by  at  least  one  commentator  as  being 
relatively  insignificant.   In  response  to  discussions  of  the 
expenses  of  starting  a  captive,  such  as  a  feasibility  study, 
corporate  start-up  costs,  and  reinsurance  negotiation  expenses, 

it  is  argued  that  these  costs  are  "miniscule  when  compared  with 

56 

the  truly  substantive  savings  the  captive  can  provide."     With 

respect  to  an  alleged  lack  of  expertise  and  high  operating  expense 
facing  a  corporation  running  a  captive,  it  is  noted  first  that 
many  large  corporations  have  insurance  departments  whose  experts 
can  operate  the  captive,  and  that,  if  a  corporation  does  not  have 
the  necessary  expertise,  there  are  management  companies  available 
to  provide  any  services  required..   Finally,  some  critics  argue 
that  a  major  or  catastrophic  loss  could  occur  before  reserves 
sufficient  to  cover  it  are  established.   In  response  to  this,  it 
is  countered  that  the  majority  of  a  captive's  risks  are  reinsured, 

and  that  the  portion  covered  by  the  captive  may  be  no  more  than 

57 
the  parent  previously  self-insured  because  of  high  deductibles. 

V. 
Economic  Impact 

From  an  economic  point  of  view,  captive  insurance 
companies  are  desirable  and  viable  only  if  they  are  more  efficient 
insurers  than  the  general  carriers.   This  efficiency  could 
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probably  only  arise  from  two  factors:   (a)  they  are  better 
able  to  assess  the  risk  in  their  particular  field;  and  (b)  they 
have  more  incentives  toward  effective  risk  management,  product 
safety  promotion  and  industry  self-discipline.   If  the  above 
factors  did  not  produce  greater  efficiency,  the  rates  would 
then  tend  to  rise  to  or  above  the  levels  of  the  general  insurance 
industry  and  prove  the  general  industry  correct. 
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1.  Note,  "The  Colorado  Captive  Insurance  Company  Act,"  49  Denver  L.J.  441  (1973). 

2.  Id. 

3.  Groves,  "Using  a  Captive  Insurer  to  Insure  Hard-to-Place  Risks,"  73  Best's  Rev. 
16  (June  1972)  . 

4.  Colo.  Rev.  Stats.  §§  10-6-101  et  seq.  (1973). 

5.  Bartlett,  "Creating  the  Captive  Insurance  Company,"  54  Chi.  B.  Rec.  63  (1972). 

6.  Id.  at  63-64. 

7.  Id.  at  64,  67.   Under  §  482  of  the  Internal  Revenue  Code,  which  authorizes  the 
Commissioner  to  allocate  income  and  deductions  among  certain  related  taxpayers: 

If  the  amount  of  capitalization  for  the  captive  is 
insufficient,  the  Internal  Revenue  Service  may  decide 
that  the  captive  insurance  company  is  an  attempt  to 
establish  a  self-insurance  reserve  in  another  related 
corporate  entity  solely  for  the  purpose  of  evading 
taxes.   Such  a  determination  would  result  in  the 
nondeductibility  of  payments  made  to  fund  a  company's 
self-insurance  reserves  or  deductibles. 

As  will  be  discussed,  infra ,  §  482  can  also  be  applied  to  reallocate  premium 
payment,  as  well  as  prices,  charges  and  costs  of  insuring  by  captives. 

8.  "11  Mass.  Hospitals  Form  Caribbean  Captive  Insurer,"  80  Nat'l  Underwriter  33 
(Mar.  26,  1976) . 

9.  Id. 

10.  "Harvard  Hospitals'  Malpractice  Captive  Projects  Lower  Premiums  for  Insureds," 
80  Nat'  1  Underwriter  11-12  (Apr.  16,  1976).   The  Harvard  affiliates,  for  example, 
paid  more  than  $8  million  in  premiums  for  1976,  yet  had  suffered  adverse  judgments 
or  settlements  of  only  $250,000  since  1970. 

11.  Id. 

12.  Id. 

13.  See  supra  note  10,  80  Nat'  1  Underwriter  at  12. 

14.  Id. 

15.  Id. 

16.  Id. 

17.  It  is  generally  stated  that  state  legislatures  have  the  power  to  prescribe  conditions 
upon  which  foreign  insurance  companies  can  be  permitted  to  transact  business  within 
their  territorial  jurisdictions.   2  Couch  on  Insurance  2d  §  21.43  at  503  (1959). 
Indeed  some  states  have  statutes  prohibiting  (1)  the  making  of  insurance  contracts 
"upon  or  relative  to  any  property  or  interest  or  lives  in  the  commonwealth,  or  with 
any  resident  thereof,"  and  (2)  the  negotiation,  solicitation,  sale  or  aiding  in  the 
transaction  of  such  contracts,  except  as  authorized  by  the  state  insurance  law.   See 
e.g.,  Mass.  Gen.  Laws  Ann,  c.175,  §  3  (1970).   However,  these  powers  and  prohibitions 
are  not  without  limit.   Such  statutes  are  generally  interpreted,  for  constitutional 
federal  or  statutory  reasons,  as  applying  only  to  those  corporations  domiciled  in 
the  state  and  to  insurance  contracts  made  by  foreign  corporations  within  the  state, 
and  not  to  those  insurance  contracts  executed  and  to  be  performed  outside  of  the  state, 
whether  or  not  they  cover  lives  or  interests  within  the  state.   See  Allgeyer  v.  Louisiana, 
165  U.S.  580  (1897);  Stone  v.  Old  Colony  St.  R.R.,  212  Mass.  459,  99  N.E.  218  (1912); 
1951-52  Mass.  Op.  A.G. ,  25;  People  ex  rel.  Kirkman  v.  Van  Amringe,  266  N.Y.  277,  194 

N.E.  754  (1935);  19  Appleman,  Insurance  Law  and  Practice  §  10351  at  50-51  (1946);  2 
Couch  on  Insurance  2d  §  21.53  at  521,  §  21.80  at  559  (1959).   Thus,  if  a  policy 
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insuring  the  risks  of  a  domestic  corporation  were  executed  and  issued  in  the 
insurer's  alien  jurisdiction,  with  only  such  acts  to  be  performed  in  the 
domestic  jurisdiction  as  are  "necessarily  and  inseparably  connected"  with 
the  very  fact  of  the  insurance  itself,  1951-52  Mass.  Op.  A.G.  25,  it  is 
questionable  whether  the  insurer  would  be  subject  to  any  state  regulation. 

18.  See  supra  note  8,  8  0  Nat?  1  Underwriter  at  33. 

19.  Colo.  Rev.  Stats.  §§  10-6-101  et  seq.  (1973). 

20.  Id.  §  10-6-103(9) . 

21.  Id.  §  10-6-103(3).   A  recent  amendment,  1976  House  Bill  No.  1013,  has  elim- 
inated the  one-year  requirement  for  associations  of  PROFESSIONAL  PRACTITIONERS. 
Presumably  this  was  passed  to  allow  and  encourage  doctors,  and  even  perhaps 
lawyers,  to  associate  rapidly  and  take  advantage  of  this  form  of  self-insurance. 
This  would  allow  a  rapid  response  to  an  insurance  unavailability  crisis. 

22.  Note,  supra  note  1,  49  Denver  L.J,  at  449. 

23.  Id. 

24.  Colo.  Rev.  Stats. ,  supra  note  19,  §  10-6-105  ( 2 )  (a)  . 

25.  Id.  §  10-6-130. 

26.  Id.  §  10-6-104. 

27.  Id.  §  10-6-127. 

28.  Id.  §  10-6-121. 

29.  Id.  §  10-6-122  (3) . 

30.  I_d.  §  10-6-120. 

31.  Note,  supra  note  1,  49  Denver  L.J,  at  450.  Section  10-6-124  of  the  Act  provides 
that  "[r]ates  made  by  a  captive  insurance  company  shall  not  be  excessive,  inade- 
quate, or  unfairly  discriminatory." 

32.  Colo.  Rev.  Stats.,  supra  note  19,  §  10-6-116(1). 

33.  Note,  supra  note  1,  49  Denver  L.J,  at  451. 

34.  Id. 

35.  Id.  at  444. 

36.  Id.  at  443. 

37.  Id. 

38.  Id.  at  444. 

39.  Id. 

40.  Colo.  Rev.  Stats. ,  supra  note  19,  §  10-6-128. 

41.  Id.  §  10-3-209. 

42.  Internal  Revenue  Code  of  1954  §  4371. 

43.  Id.  §§  952  (a)  (1)  ,  953(a)  . 

44.  Id.  §  4371. 
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45.  Bartlett,  supra  note  5,  54  Chi.  B.  Rec.  at  65. 

46.  Note,  supra  note  1,  49  Denver  L.J,  at  448. 

47.  Bartlett,  supra  note  5,  54  Chi.  B.  Rec.  at  65. 

48.  Treas.  Reg.  §  1.162-1  (1975). 

49.  Id.  §  1.461-1. 

50.  Note,  supra  note  1,  49  Denver  L.J,  at  444. 

51.  Id. 

52.  Id.    at    445. 

53.  Id. 

54.  Id.    at    445-446. 

55.  Id.    at    446. 
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